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PREPAID INCOME AND RESERVES FOR ESTIMATED 
EXPENSES 


THURSDAY, MARCH 10, 1955 


House or REPRESENTATIVES, 
ComMITTEE ON Ways AND MEANS, 
Washington, D. C. 

The committee met, pursuant to call, at 10 a. m., in the committee 
room of the House Committee on Ways and Means, Hon. Jere Cooper 
(chairman) presiding. 

The Cuarrman. The committee will please be in order. 

The Chair desires to make this brief statement. 

The Secretary of the Treasury, Hon. George M. Humphrey, is ap- 
pearing before the committee this morning to testify on H. R. 4725, a 
bill which I introduced to carry out his recommendations made in a 
letter which he directed to me, dated March 7, 1955. 

With the committee’s permission, I will read this letter into the 
record at this point: 


My Dear Mr. CHAIRMAN: This supplements my letter of March 3 concerning 
the operation of the two new accounting provisions covering deferred income 
and reserves for estimated expenses (sections 452 and 462 of the Internal Rev- 
enue Code of 1954). Our studies now have proceeded far enough to indicate 
clearly that many taxpayers are planning to use these provisions to defer income 
and create deductions in excess of anything contemplated at the time they were 
proposed. The objective of these sections was simply to conform tax bookkeep- 
ing with business bookkeeping. They never were intended to cover innumerable 
items some taxpayers apparently intend to claim. If permitted to remain in 
the law, they would cause a greater loss in revenue than estimated and cause 


considerable litigation. We are not able to adequately correct this by regu- 
lation. 


Accordingly, I recommend that the two provisions cited above immediately 
be repealed, retroactively to their original effective date. Our report and rec- 


ommendations on various other technical corrections in the 1954 code will be 
ready soon. 


Sincerely yours, 
G. M. HumpHeRey. 


Since the Secretary recommended that these two provisions be re- 
ealed immediately, [ conferred with the gentleman from New York, 
fr. Reed, who introduced an identical bill, H. R. 4726, and it was de- 

cided that the committee should act promptly on this legislation and 
that under the circumstances time would not permit extended public 
hearings. I did announce yesterday that interested persons who may 
desire to do so will be permitted to submit written statements contain- 
ing their suggestions and recommendations on these two provisions 
for inclusion in the printed hearings, provided they are received not 
later than March 24, 2 weeks from now. These suggestions and rec- 
ommendations will then be available to the committee, if it should 
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deem it advisable to give further consideration to these provisions at 
a later date. 


Without objection, I will include in the record at this point the 
letter of the Secretary, dated March 3, 1955, which he referred to in 


his letter of March 7, which I have just read, and a copy of my bill, 
H. R. 4725. 


(The material referred to follows:) 


THE SECRETARY OF THE TREASURY, 
Washington, March 3, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, 
Washington, D. C. 


Dear Mr. CHAIRMAN: I am writing you with respect to reserves for estimated 
expenses under the provisions of the new tax code. The Treasury staff, in 
collaboration with the staff of the Joint Committee on Internal Revenue Taxa- 
tion, has been investigating for several months this subject and several others 
which may need congressional correction. 

We will submit to your committee a full list of these provisions, together with 
our suggestions, in the near future. This will include our report and recom- 
mendations concerning reserves for estimated expenses. 

Although the studies made thus far are not finished, it seems clear that some 
of the recently reports on the revenue loss involved are grossly exaggerated. 

We will urge your committee to take prompt remedial action. 

Sincerely, 
(Signed) G. M. Humpnurey. 


[H. R. 4725, 84th Cong., 1st sess.] 
A BILL To repeal sections 452 and 462 of the Internal Revenue Code of 1954 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 


SECTION 1. REPEAL OF SECTIONS 452 AND 462. 


(a) Prepaip INcome.—Section 452 of the Internal Revenue Code of 1954 is 
hereby repealed. 

(b) Reserves ror EstiIMAtTep Expenses, Erc.—Section 462 of the Internal 
Revenue Code of 1954 is hereby repealed. 


SEC. 2. TECHNICAL AMENDMENTS 


The following provisions of the Internal Revenue Code of 1954 are hereby 
amended as follows: 

(1) Subsection (c) of section 381 is amended by striking out paragraph 
(7) (relating to carryover of prepaid income in certain corporate acqui- 
sitions). 

(2) The table of sections for subpart B or part II of subchapter B of 
chapter 1 (relating to taxable year for which items of gross income included) 
is amended by striking out 

“Sec. 452. Prepaid income.” 

(3) The table of sections for subpart C of such part II (relating to taxable 

year for which deductions are taken) is amended by striking out— 
“Sec. 462, Reserves for estimated expenses, etc.” 


SEC. 3. EFFECTIVE DATE. 


The amendments made by this Act shall apply with respect to taxable years 
beginning after December 31, 1953, and ending after August 16, 1954. 


The Cuatrman. Mr. Secretary, we again welcome you and will be 
pleased to have you present your statement. We are very glad to have 
you with us, Mr. Secretary, and you are now recognized. You may 
present your prepared statement without interruption. 


a nee NN 


nn ce i nS NN 





ee 





PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 3 


STATEMENT OF HON. GEORGE M. HUMPHREY, SECRETARY OF THE 
TREASURY, ACCOMPANIED BY HON. MARION B. FOLSOM, UNDER 
SECRETARY; DAN T. SMITH, ASSISTANT TO THE SECRETARY; 
AND LAURENS WILLIAMS, ESQ., ASSISTANT TO THE SECRETARY 
AND HEAD, LEGAL ADVISORY STAFF, TREASURY DEPARTMENT 


Secretary Humpurey. Mr. Chairman and gentlemen, I am here 
today to urge prompt action, as I did in my letter to the chairman on 
Monday of this aah to repeal sections 452 and 462 of the Internal 
Revenue Code of 1954. 

The original objective of these two sections, which cover prepaid 
income and reserves for estimated expenses, was simply to conform 
tax accounting with business accounting. It was never intended that 
these provisions would result in any substantial loss of revenue or re- 
sult in windfalls to taxpayers. A review of the consideration of this 
subject by this committee will confirm the impression held at the time 
by lawyers, accountants, and businessmen, that the basic motive for 
these provisions was simplification of tax accounting procedures, and 
not radical tax reductions. 

This tax law became effective on August 16, 1954. During the fall, 
as the knowledge of its provisions increased, there began to be rumors 
that these particular provisions might not work as originally intended. 
Before the end of the year, studies by the Treasury staff, working with 
the staff of your committee, were undertaken to see if the threatened 
situation could properly and effectively be cured by regulation. Pro- 
posed regulations were issued on January 22. However, until the 
time came when these provisions began to be put into actual practice 
by taxpayers preparing their income-tax returns and the 30 days 
expired for protests against the proposed regulations, there was not 
much reliable information available. 

It then developed that there is a sharp difference of opinion between 
taxpayers and the Government as to the scope of these sections. 
The tentative regulations issued by the Treasury on January 22, in 
order to carry out the provisions of the law, have come under strong 
attack as being too restrictive in limiting the intended application 
of the sections. Taxpayers have already served notice that they in- 
tend to litigate this restriction. Should they be successful in the 
courts, the revenue loss under the law might be far in excess of any- 
thing contemplated by the Congress. As soon as the checks were 
sufficiently conclusive to satisfy the staff that the original objective 
might not be carried out and that the situation could not be adequately 
corrected by regulation, they reported their findings and we promptly 
made this move to call the matter to the attention of the Congress. 

The original estimate for several so-called bookkeeping items of 
which sections 452 and 462 were the principal revenue items, was $47 
million. The limited check that we have made around the country 
indicates that the loss would be substantially greater than the original 
estimates. How much greater it might be we cannot now say, because 
we simply do not have the information as to what the bulk of tax- 

ayers concerned might claim should these provisions remain in the 
aw. And with the litigation that would surely be involved in many 
cases should the provisions remain, we might not have final figures 
on the loss for years to come. 
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Repeal of these two provisions will reinstate the legal rights of 
everyone just as they were under the old law prior to last August 
and protect the Government from revenue loss which was never 
intended by the Congress, 

I wish to emphasize that there is almost no new money over our 
original estimates which will be added to the Treasury by repeal of 
these two provisions. This action simply avoids unplanned loss of 
revenue. 

The objective of trying to conform tax accounting with business 
accounting is still a sound one. In trying to do this, however, a 
serious mistake was made in not sufficiently limiting the application 
of the provisions and restricting the revenue impact of the changes 
as enacted. That is why repeal is required rather than amendment, 
so as to be sure that in any new approach to the original objective 
the revenue is adequately protected. 

As we have previously testified and said many times, in a revision 
of tax laws involving 875 pages of printed matter covering all of the 
law with respect to Federal taxation, it is inevitable that some errors 
should creep in. These can all only be developed by experience in 
actual practice, and we have repeatedly said that as soon as any 
discrepancy between the original congressional intent and actual 
operation of the law became apparent we would call it to the attention 
of the Congress for corrective action. This is such a case. 

The Cuatrman. Does that complete your statement, Mr. Secretary ? 

Secretary Humpurey. That is my statement, Mr. Chairman. 

The Cuarrman. We thank you for your appearance and the infor- 
mation given the committee. 

Are there any questions ? 

Mr. Mis. Mr. Chairman? 

The Cuarrman. Mr. Mills, of Arkansas, will inquire, Mr. Secre- 
tary. 

Mr. Mitus. Mr. Secretary, I join the chairman and other members 
of the committee in my appreciation of your presence here this morn- 
ing in this matter. 

For the record, you will recall some 2 or 3 weeks ago when the com- 
mittee was considering H. R. 4200, and a possible amendment to that 
bill, that I asked you if the possibility of windfall losses in connec- 
tion with section 462 had come to your attention, as it had to mine, 
through reading an account in the Washington Post and Times 
Herald of January 28 on the effect of this provision on one of the local 
Washington concerns. As I remember, at that time, you said that it 
had not been called to your attention. Is that correct? 

Secretary Humpurey. That is correct. That was on February 22. 

Mr. Murius. And at that meeting, the suggestion was made that you 
look into the matter to see whether or not these possibilities existed 
for heavier losses than were originally estimated or predicted to the 
Ways and Means Committee why the staff of the Treasury and the 
staff of the Joint Committee on Internal Revenue Taxation. 

Secretary Humpnrey. That is correct. 

Mr. Miixus. And you are appearing here today following the study 
which you and those under you in the Treasury have made as a result 
of that matter being called to your attention ? 

Secretary Humpurey. Well, it was not as a result of that, Mr. Mills. 
As I have shown in my memorandum, here, and my statement, my 
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original statement, the staffs have been working on it for some weeks, 
and the regulation with respect to it was issued on January 22. Now, 
when a regulation i is sabtned, there are 30 days within which protests 
can come in, during which time surv eys were being made. It just 
happened that the very day I was testifying before the committee 
was the last of the 30 days. The staff was edliieting the data, getting 
the results of their surveys, and getting the results of the protests, anc 
were prepared a day or two after that time to present the matter to 
me for consideration. It had not been presented to me prior to that 
time, because the data was not complete and the information was not 
sufficient. 

Mr. Mitts. Well, at the time we met, in the conversation that I am 
referring to, and your appearance before the committee, you were not 
fully advised, or advised to any extent, of the situation. 

Secretary Humrnrey. I was not advised at that time. T hey had 
not yet gotten the data together to talk to me about it. 

Mr. Mitzs. That was my understanding of your response to my 
inquiry. 

Secretary Humpurey. That is correct. 

Mr. Mus. And I am not attempting to leave in any way the 
impression that I waited until the last day to lodge a protest. 

Secretary Humpurey. Well, you just got in under the wire. 

Mr. Mixts. It was my first opportunity to discuss the matter with 

you. 

: Mr. Secretary, you have made a study following that meeting with 
our committee. What are your estimates of the unintended loss that 
might result in the fiscal year 1955 from the application of sections 
462 and 452? 

Secretary Humpurey. I cannot say any more about it, Mr. Mills, 
than I said in my statement. We very carefully prepared the state- 
ment, and I just can’t tell you. And I don’t think any one else can, 
either. 

Mr. Mitts. I just wondered. I don’t want to bring in any of your 
staff members without your consent, but I thought possibly some 
members of your staff might have some information as to whether 
or not the estimates given to me by lawyers and accountants that the 
loss, unintended loss, might run in excess of a billion dollars, now 
appear to be grossly exaggerated. 

Secretary Humpnrey. Well, we don’t know. The fact is that my 
statement sets it out exactly, accurately, as we understand it. We 
have made and were making, beginning in the latter part of December 
and running through the month of January, surveys, talking to indi- 
vidual taxpayers and to groups of taxpayers, trying to estimate 
losses. And I think we just have no way of knowing where it might 
run to. We are, I think, satisfied that in view of the litigation that 
has been threatened and in view of the result of these tests that we 
have made, it might run into large figures. 

Mr. Mitts. In other words, on the basis of your study, it may run 
into figures in excess of the $47 million ? 

Secretary Humpurey. We are sure that it would run into figures 
substantially in excess of $47 million, and how far it would go we 
just cannot say. And I do not believe anybody else can, Mr. Mills. 
But we are thoroughly convinced now, as a result of these tests that 














6 PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 


we have made around the country in various places, that it will 
way exceed $47 million. 

Mr. Mus. I wanted to say I agree with you. I don’t think any one 
can make an accurate estimate until, as you say, the returns are in 
and they are fully studied. It is because of the possibility, based upon 
your study of a material loss, that you are here urging the repeal of 
these sections. It is not because you do not feel that the approach in 
section 462 is sound, as I read your statement. 

Secretary Humpurey. No. I feel that the approach, the objective 
that was sought to be obtained by the Congress, is sound. But I think 
the way that we did it did not sufficiently protect and limit its appli- 
cations, 

I think that it was a mistake. I think that it was a mistake that 
we made in the Treasury in the first instance in suggesting the matter. 
I think it was a mistake that you gentlemen and all of us participated 
in as we went along. It is one of those things that can happen, as I 
have said, when you are doing a job as big as this. 

We thought, and I am sure that you gentlemen thought, that all 
you were doing was a constructive job, as represented to us, to make 
the tax accounting and the business accounting coincide, which is a 
desirable thing if you just say it quickly. 

Now, we had no idea that in attempting to do that we might run 
into or lay a basis for windfalls by double deductions and all sorts of 
things that might occur in the transferring of that accounting, that 
would run into large tax savings. So that is why I am here; because 
I think we made an error. I do not think we appreciated the results 
of what we said in the law. I don’t think we appreciated the results 
of the advice that we gave you gentlemen. And I think that you gen- 
tlemen, on our advice and on your own hearings and on your own 
determinations, joined with us; and we just all made a mistake which 
ought to be corrected. 

Mr. Miuts. The error, if it was made at all was made in the ac- 
ceptance of the proposition by the Treasury and the suggestion by 
the Treasury that this provision be included in H. R. 8300. 

Secretary Humpurey. We will take our full share of responsibil- 
ity for it. 

I think we are all involved. 

Mr. Mitts. Mr. Secretary, from whom did this suggestion come ini- 
tially to the Treasury ? 

Secretary Humpurey. This is a suggestion, Mr. Mills, that has been 
made—that is, the objective of making the accounting is the sa”ie as 
the thing that has been talked about for a number of years. It has 
been proposed by accounting associations and lawyers’ associations 
and various groups, and it has been a thing that is a technician’s 
problem. This is a technical matter. And it has been proposed and 
suggested by technicians a great number of times. 

I asked who it was that brought it up first this last time, when we 
were considering it. We were unable to identify just who it was. It 
was suggested both by groups of accountants and by groups of lawyers. 

Mr. Mitxs. Do you know who in the Treasury ccamhh it when it 
was suggested by the accountants? 

Secretary Humrurey. I think we all did. 

Mr. Miuts. All of you. 
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Secretary Humpnrey. I think we all did, and I think you gentle- 
men did, too. I think the idea of harmonizing tax accounting and 
business accounting is a sound thing, if it can be done in the right way 
and properly safeguarded. It is a desirable thing. 

Mr. Muus. Mr. Secretary, I have before me a copy of a letter 
addressed to the chairman of the committee, Mr. Cooper, and a copy of 
a letter addressed to you, dated March 7, both letters signed by Mr. 
J. S. Seidman, of the American Institute of Accountants; and in the 


third paragraph of the letter to Mr. Cooper I notice this thought being 
conveyed : 


When the new Revenue Code was under consideration last summer, the Ameri- 
can Institute— 


that is referring to the American Institute of Accountants— 


called attention to the fact that immediate adoption of the allowance for esti- 
mated expenses would have a substantial effect on the revenue. 

And I remember that the accountants in their prepared brief for 
submission to the Finance Committee of the Senate, on April 19, 1954, 
in discussing section 462, on page 1321 of the hearings before the 


Finance Committee on H. R. 8300, had this to say in its reeommenda- 
tion 136: 


Section 462 (a): To avoid the impact on the revenues in the transition year, 
where there will be a deduction both for the actual expenses and the estimated 
expenses, and in order to avoid undue distortion of income, the addition to the 
reserve should be spread as a deduction over the transitional year and the 
2 succeeding years. 

Now, that suggestion was not followed by the Senate Finance Com- 
mittee at the time. Had that suggestion been followed, of course, the 
effect upon revenues in the fiscal year 1955 would have been less than 
under the provision as it was enacted ; is that not true? 

Secretary Humpnrey. That is correct. But even so, we do not 
think that would have corrected the error. 

Mr. Mirus. I will agree with you that it would not have corrected it. 

Secretary Humpnurey. And I suppose, Mr. Mills, that is in the rec- 
ord—frankly, I never saw it myself—and I suppose that was a thing 
that should have raised a flag of warning more than it did. If you 
recall it, maybe you are as much to blame as we are, for not raising the 
flag yourself. 

Mr. Mrtxs. I did not attend the Senate hearings. 

Secretary Humenrey. But you did not know it, and I did not know 
it. As a matter of fact, we did not believe that it was of sufficient 
importance, or would be, to make that provision faulty. And the 
provision was passed over. 

Mr. Mrs. The whole point, Mr. Secretary—I personally do not 
believe that this is an error on the part of the technicians in the 
preparation of the section. I have reason to believe that this provi- 
sion on accounting and auditing was drafted by people other than 
those working with the committee. I think it was perhaps drafted 
by technicians within the Treasury, to carry out a principle that had 
been adopted for inclusion in H. R. 8300. Certainly I think I can 
say this without fear of contradiction: That the author of the bill, 
Mr. Reed, did not draft the provision. I think I can say without fear 
of contradiction that the Mobi Legislative Counsel’s Office did not 
draft this provision. It may have been drafted in cooperation be- 
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tween the two staffs, the staff of the joint committee and the staff of 
the Treasury. But my experience with these individuals is such as 
to lead me to believe that when we here once adopt a principle they 
more or less are able to draft language to carry out that principle. 
And that was the reason for my asking you who it was in the Treasury 
that had bought the principle, because I think the error is in the pur- 
chase of the principle rather than in the drafting of the provision to 
carry out the principle. I am not quarreling about where the error is. 
I do not want us to think, however, that this bill, H. R. 8300, is full 
of flaws, errors, and so on, because of the drafting of the language 
to carry out the principle. 

Now, if that is what you are saying, then the best thing for this 
committee to do, and do immediately, is to go through 8300 again, 
because if this follows simply from an error in draftsmanship we 
have a red flag of warning calling our attention to the necessity of 
reconsidering all of the provisions of H. R. 8300 to see if there are 
other errors of draftsmanship involved in those other sections. 

Secretary Humpurey. Well, of course, you are at liberty to do what- 
ever you like. Weare going through it, and have been going through 
it ever since it was enacted, for that express purpose; and we have 
been testing provisions with taxpayers as to how they work in prac- 
tice. And, as I have told you, we have found some things that are 
just printing and some things that are wording. There have been 
just two that we have found that have involved any serious amount 
of revenue. One was the one that we presented to you right at the 
beginning of this session. One is this one that we are talking about 
today. 

We will have, as I have told you, a group of things to present to you, 
and I do not know when it will be, but it will be within a few days, 
a comparatively few days, 10 days or 2 weeks, or something of that 
kind. We will have the list of these things ready. 

There are quite a number of them, mostly just detail, that I think 
we can all agree are just detail that require correction. 

Mr. Reep. I do not want to interrupt your questioning, but I think, 
in order to clear up the question that you have raised here, we could 
call on the drafting service. They can enlighten you on how this 
was drafted. 

Secretary Humpurey. Yes. Let us clear that up, because the peo- 
ple are here. I, frankly, do not know who drafted it. I do not have 
the slightest idea. 

Mr. Miius. I will clarify the record. If it was drawn by the draft- 
ing service, [ am more certain than ever that it is not an error in 
draftsmanship but an error in original purchase of the idea. 

Secretary Humpurey. Let us just find out as much as we can about 
it. The two gentlemen most involved are right here in the room, and 
I think it would be a good thing to ask them. 

Mr. Boces. Mr. Chairman, the drafting service acts on instructions 
from the committee. 

Mr. Miuts. I am advised, Mr. Secretary—I want the record to be 
clear—by Mr. Craft of the House Legislative Counsel’s Office, that he 
participated with members of your staff and members of Mr. Stam’s 
staff in the preparation of this language. Therefore I am thoroughly 
convinced now, as I was not before, that this does carry out in detail 
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the principle which those fine gentlemen were told to write. Because 
I have been with them enough to know that your people in the Treas- 
ury and Mr. Stam’s people and the people on the staff of the House 
Legislative Counsel do not write these things contrary to what they 
are told to do in connection with the drafting of provisions of law. 
And I cannot agree with you, then, that this is just an error, as you 
attempt to describe it. I think it is a decided error, but I think it is 
an error in judgment in ever suggesting it or accepting it from whom- 
ever it was submitted in the first instance. 

Secretary Humpnrey. Well, Mr. Mills, I don’t know what it is you 
are trying to drive at. You gentlemen passed the law. We did not. 

Mr. Muss. That is the point I am driving at, Mr. Secretary. 

Secretary Humpurey. If you made a bad error, I am just sorry. 
For our participation in it, I am sorry. I regret that it happened, 
and I am trying to correct it as quickly as possible. And I am not 
trying to pin it on you. 

Mr. Miuis. Mr. Secretary, my point is this, exactly the point you 
make. You attempt to lay the blame and the responsibility on this 
committee. 

Secretary Humpurey. No; I am not. 

Mr. Mus. Now, the committee accepted the proposition from the 
representatives of your staff and from the representatives of the staff 
of the Joint Committee on Internal Revenue, on the basis of doing 
certain things. Now, it does not do just those things. 

Secretary Humpurey. That is right. 

Mr. Mruts. And your investigation of the matter now discloses that, 
in your opinion, this language does not do just what the committee 
was told it would do. 

Secretary Humpurey. That is right. 

Mr. Miuis. We bought it on the basis of the presentation made to 
us at the time. So I do not think that the committee is entitled to be 
criticized by the public, by you, or anyone else, for this provision being 
in the law. If there is any criticism of it, the criticism comes from 
somebody’s failure to properly evaluate what would happen under 
this provision at the time the provision was being sold to that person 
or those persons who advocated its adoption. 

Secretary Humpnrey. Well, Mr. Mills, just between you and me, 
I think it is pretty shabby if I, in my position, and you, in your 
position, try to pin this on some fellows that were trying to do a 
swell job for us, who were working day and night trying to get a 
tremendous great bill up here for you and me to pass and to put 
into law. And these fellows worked hard, and they did a magnifi- 
cent job. Any group of half a dozen fellows that can do the job 
that half a dozen fellows did here, from my point of view, are 
entitled to credit, and if there is an error I will take the blame for 
it and not put it on them. 

Mr. Miits. I do not think it is shabby, Mr. Secretary, for any- 
body to criticize anyone for accepting a matter of this sort or any 
other sort, and then explain it to the committee and sell it to the 
committee, when evidently they themselves had not gone as fully 
into it as they should have, and evidently they, themselves, were 
not aware of its full implications. 

Secretary Humpurey. That is right. 

60303—55 2 
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Mr. Mitus. Now, I do think that the committee is not entitled 
to criticism. I voted against the bill myself. There was no objec- 
tion to this provision, as I remember, in the committee, raised by 
anyone. It was explained to us, and on the basis of the explanation 
of simplification of bookkeeping procedures and tax computations 
the committee was perfectly willing to buy it. 

But those people who sold it to us should have been fully in- 
formed. I am not just critical of the members of your staff but I 
am critical of the members of another staff, who were not alert to 
protect the committee from the inclusion of a provision that had not 
been fully analyzed and fully considered. 

Secretary Humpnrey. Well, let me tell you, Mr. Mills—— 

Mr. Reep. Pardon me. May I correct the record right there? 
It was a unanimous vote of the committee, was it not? 

Mr. Mixts. I said I knew of no objection on the basis of the ex- 
planation made to us. And I am trying to defend Mr. Reed and the 
other members of the committee from any charge of blame in con- 
nection with this being included. I do not think they are entitled 
to the blame. 

Secretary Humpnrey. Let me tell you as nearly as I can, just 
so that we will all understand it—and this is my understanding of 
it, and if I am in error you fellows stop me and correct me. 

As I understand it, this came into the House. Have you got it 
before you ? 

Mr. Mitts. Yes, sir. 

Secretary Humpnrey (continuing). Without the words in 
parentheses. Those words are “in the discretion of the Secretary 
or his delegate.” Now, when it got over to the Senate, there was 
some discussion of the situation in the Senate, and it was sug- 
gested in the Senate, I imagine after this matter that you brought 
up a minute ago, Mr. Mills, where this gentleman raised this ques- 
tion of spreading it over 3 years. 

It was suggested that instead of spreading it over 3 years or adopt- 
ing a clause of that kind, probably the best thing to do would be to 
just put in “in the discretion of the Secretary,” and in that way the 
matter could be handled by regulation so that there would be no 
complication about it. 

Mr. Smith tells me that was the Treasury’s suggestion. 

Mr. Mixs. I understand that is the case, from reading the Sen- 
ate Finance Committee report. 

Secretary Humpurey. When those words were written in, here 
is where the basic difficulty is. 

At the time of the discussions over there, everybody had in mind 
not only the amounts that would be involved to be in the discretion 
of the Secretary, but the kinds of items that would be involved would 
be in the discretion of the Secretary. When the boys drafted the law 
and put the thing together, they put those words “in the discretion of 
the Secretary” in a place where we believe—and you will never know 
until the courts pass on it—that they only limit the amounts and do 
not limit the kinds of things. 

Now, the great difficulty here is this: That taxpayers are attempting 
to use this language to claim deductions for all kinds of things that 
were not contemplated, that are not just accounting changes but 
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things that come in as accounting changes that were not involved 
or contemplated as proper deductions. And the words “in the dis- 
cretion of the Secretary” do not, we fear, give the Secretary the full 
power to cast those out. 

When we made this original regulation, we sought to limit the kinds 
of things that could come in. That expired February 22, and that was 
the last day for getting those objections, and it then appeared, and 
we have been told since, that a number of people say that the Secretary 
does not have the discretion to limit the kinds of things that can be 
used for deductions here. And, therefore, if that claim is going to be 
made, and litigation is threatened, and we look at it here and decide 
that possibly there is some ground for that, we think the only thing 
to do is to repeal it and set it straight. 

Now, whatever the errors are, that is about the way they are. And I 
think that it is a very unfortunate thing. It is going to cause a great 
deal of commotion and trouble, because a lot of people are going to 
claim that they have taken action to their detriment. 

But in view of the absolute miscarriage of the intention either of 
the Treasury or of the House committee or of the Senate committee, 
or of the boys who were advising us—they believed what they were 
telling us just as much as you or I did—there is an error that is here, 
and it just ought to be corrected. 

Mr. Mus. Mr. Secretary, I think we might say this, in defense of 
those who added that language in the Senate, that what they were 
trying to do was tighten the provisions, but actually they put this 
discretionary responsibility upon you in the wrong place in the body 
-of the section. 

Secretary Humpnrey. And even so, Mr. Mills, even if they had had 
it in the right place, I am still not sure that it would have been as 
effective as it should have been. 

Mr. Miius. I agree with you. 

Secretary Humrpurey. I think probably it might not. 

Mr. Mitts. Now, Mr. Secretary, I had a whole lot of questions to 
ask you additionally on this, but I do not want to delay the committee. 

You referred to some other possible errors that may be suggested 
by the Treasury. Are you in a position to give us any idea now what 
those errors may be for future correction? You said in the near 
future. 

Secretary Humpnrey. We will have them all put together for you 
in just a short time. 

Mr. Muzs. You do not want te take advantage of this opportunity 
to do so? 

Secretary Humrnurey. I think it is better, Mr. Mills, to bring them 
in. We will bring them in here and give you the whole list and take 
them up. I am not prepared to discuss them today at all. 

Mr. Mitus. I have some in mind myself, and I wondered if they 
coincided with those the Treasury had in mind. 

Secretary Humrurey. If you like, we would be very glad to check 
with you or do anything you like. 

Mr. Miuus. Mr. Secretary, you read the Washington Post this 
morning! Did you have time to read the Washington Post, the big 
headline ¢ 

Secretary Humrnurey. I didn’t read it. 
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Mr. Mus. I had occasion to read the Washington Post. I found 
another body is laboring diligently in the preparation of an amend- 
ment to offer to H. R. 4259. I wondered whether or not that amend- 
ment would be subject to the same grave charge of fiscal irresponsi- 
bility that the House amendment had charged against it. 

Secretary Humpurey. Well, I have not seen the paper. I have 
heard the radio and heard some radio comment, and I just do not know 
exactly what the detail is. 

Mr. Mrs. If it develops that that amendment does not lose the 
Treasury revenue, then the principal objection that the Treasury had 
to the House amendment would be eliminated, would it ? 

Secretary Humpnurey. Well, Mr. Mills, as I heard the radio com- 
ment—if you have it, I would be glad to look at it. 

Mr. Mason. Why not stick to the point we are on now, Mr. Chair- 
man ? 

The Cuatrman. The committee will be in order. Mr. Mills has 
recognition and will proceed. 

Mr. Mus. Mr. Secretary, this is an article referring to an outline 
by Senate Democratic Leader Lyndon B. Johnson, and the Demo- 
cratic tax “special” features, he says, these other highlights, designed 
to appeal to “poor” as opposed to “rich” taxpayers: 

Repeal of the so-called rapid depreciation provision granted business in the 
1954 tax bill. (Net savings to the Treasury estimated at $175 million fiscal 
1956 and $900 million in fiscal 1957.) 

Repeal of the dividend tax relief granted stockholders in the 1954 bill. 
(Net savings estimated at $181 million in fiscal 1956 and $362 million in fiscal 

957. 

’ Repeal of what Johnson dscribed as an administration “blooper”—an error 
in the 1954 bill which permits establishment of reserves * * * 
and so on, that provision which we are now considering. 

Johnson estimated the proposed 18-month extension—— 


Secretary Humpnrey. Could I ask: Is there any estimate of sav- 
ings in this? 

Mr. Mius. Yes. Iam coming to that. 

Secretary Humeurey. How much? Could you tell me that? 

Mr. Mitus. Yes. I will read it to you in just a second. 

There is also this provision to extend the termination date for the 
52 percent corporate tax and the excise taxes as well until July 1957. 

Johnson estimated the proposed 18-month extension of corporate-excise tax 
rates would produce $3,537,000,000 over and above the simple 1-year extension, 
by July 1, 1957. He estimated the cost of the proposed tax credit at $353 million 
in fiscal 1956 and $908 million in fiscal 1957. 

Secretary Humernrey. Now, is that this bill that we are now 
considering ? 

Mr. Miius. No, sir. That is the one that the Senate is going to act 
upon. 

Secretary Humpnrey. Now, just a minute. J still do not under- 
stand. Does he estimate a saving from the bill that we are now 
discussing ? 

Mr. Mitts. He includes that; yes. 

Secretary Humpnurey. Where, and for how much ? 

Mr. Mrs. I have no idea. The paper does not say that. 

Secretary Humpnrey. That is not detailed ? 
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Mr. Mus. He merely refers to it as a blooper, and I did not know 
just exactly what the estimate was. 

Mr. Boges. Will the gentleman yield to me? 

Mr. Mus. I do not want to detain the committee. 

Mr. Boees. In connection with that question, I have a copy of to- 
day’s Wall Street Journal before me, and it speaks of gaining a 
billion dollars by repeal. 

Mr. Mirus. Mr. Chairman, I did not want to get into a description 
of what thisis. We all know it is bad. 

Secretary Humpurey. Well, you wanted my comment with respect 
to it. I will be very glad to comment. 

Mr. Mutts. I wanted to know whether or not, for the benefit of those 
who operate in the other body, this amendment is describable as “fiscal 
irresponsibility.” 

Secretary Sealine I will be very glad to comment. 

In the first place, as I said in my statement, this bill will not make 
any money to speak of. We estimated a total loss of $50 million for 
this and other items. Some of those items was dropped out and the 
50 revised to 47, so that this and the other items together, we esti- 
mated, would be $50 million. Now, if this is repealed, some part of 
that $47 million will not be spent. That is, it will be saved. But 
that is all that is involved in this bill. There is no billion dollars or 
any other amount that will be saved to the Treasury that will be added 
% the Treasury’s receipts over and above estimates because of this 

ill. 

All we will do will be to save a possible loss under Treasury esti- 
mates. 

Now, there is no gain in any of the fiscal years involved except 
the fiscal years as they come by the extention of these other taxes. So 
there is no gain by the extension of the excise taxes or corporate taxes 
in years that we are discussing. Those are for future years, and it is 
just as silly to say that that is a saving of tax or an increase of tax to 
the Treasury as it would be to say that we are going to add $60 billion 
a year with the other taxes in those same years. 

Mr. Mus. Would it add to the revenues for the fiscal year 1956? 

Secretary Humpnrey. There will be $60 billion of other revenues. 
And to say that you are going to have $60 billion added is just as silly 
as anything I can think of. And it is perfectly misleading. 

Now, as to the extension of taxes into future years, that is just 
silly, to say that adds to the Treasury’s return. 

As to the two items that he suggests be withdrawn, be canceled, 
one is the dividend credit, which is 180 to 360, and the other is the 
depreciation item, which is somewhere from 300 to 900, depending 
upon the years you are talking about, as he gives the figures. And I 
am not sure those are the correct figures, and we have not checked 
them, but they are good enough to talk about. 

If you will go back, Mr. Mills, just about 1 year, you will recall 
that the prophets of doom and gloom were sending this country to 
the dogs; that we were heading straight for the dogs if various things 
were not done. A lot of very unsound proposals, in our opinion, 
were made, which were discarded. In lieu of those unsound things 
that were suggested to pull us out of the doom and gloom that was 
threatened, we did several things, this administration did several 
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things one of which was to pass this tax law, which contained these 
two provisions. 

Now, then, the things which were done, including these two pro- 
visions, have reversed this field, and instead of being headed for 
doom and gloom today, we are headed for and are in better times. 
And I think there is nobody anywhere who will deny that. If the 
prophets of doom and gloom of a year ago now want to start out 
repealing the things that reversed the field and send us back into 
doom and gloom, they ought to adopt this kind of a proposal. This 
proposal is just as irresponsible, just as political, just as bad from 
every point of view, as the original proposal, with the added amounts 
of repealing the things that have been helpful in reversing the 
field from doom and gloom to better times; to making jobs instead 
of losing jobs. 

Mr. Mus. Mr. Secretary, do I understand, then, from what you 
say, that we should do nothing about the provisions of H. R. 8300 that: 
are correctly drawn, to carry out the principles which were agreed 
upon for inclusion in the bill, because of the possibility that if we do 
upset any of those provisions we may reverse the upswing in busi- 
ness activity and bring about depression or a downturn in business 
activity ? 

Secretary Humpurey. I said last year, and I told you and I told 
everybody, that in my opinion those were two important provisions, 
to help strengthen the economy, to make jobs. The jobs are being 
made. Those provisions were enacted and the jobs are being made, 
and I think they are contributing to it. I think it would be a great 
mistake to repeal them. 

Mr. Mirus. In your opinion, H. R. 8300 contributed materially, 
did it, from the change or downturn in business activity to the up- 
swing in business? 

Secretary Humpnrey. That is one of the things that contributed; 
yes, sir. That is a part of the program that made the turn. 

Mr. Mirus. Are we justified in concluding, then, that the provisions 
of H. R. 8300 are what have made possible a return to corporate man- 
agement of some 4 percent in 1954 in excess of 1953, even though the 
sales of the same concerns altogether amounted to some 9 percent 
less than in 1953? 

Secretary Humpnrey. The provisions of this bill, of this tax bill, 
and this whole tax program, are a part of the administration’s pro- 
gram in turning from doom and gloom to better times. 

Mr. Mitus. In other words, the provisions of H. R. 8300—I want to 
be clear; I don’t want to misquote you, but I want to be clear in our 
thinking—are responsible, and we mean the changes in tax law are 
responsible, for the creation of a situation wherein corporate profits 
in 1954 amounted to more than in 1953, in spite of the fact that sales 
in 1954 were less than sales in 1953. 

Secretary Humpnurey. No. I think that the thing that has the most 
important provision there is the repeal of the excess-profit tax. 
think that has more effect on your comparison than this particular law. 
But I think this particular law is also effective. This particular law 
is part of the thing that made business better, that made earnings bet- 
ter, that made times better. 

Mr. Mus. In other words, what we did taxwise—— 
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Secretary Humpurey. And made more jobs. 

Mr. Mus. In other words, what we did taxwise in all of our var- 
ious tax actions allowing certain taxes to expire and enacting other tax 
provisions is responsible for this situation which I have described of 
higher profits. : 

Secretary Humpnrey. It is responsible for making better times; yes, 
sir. And everybody who participates in the better times can thank 
the tax program for part of it. It is not the whole thing, but it is 
part of it. 

Mr. Miius. You are saying, then, that this resulted in everyone 
participating in better times? 

Secretary Humpnrey. Everyone who is participating can thank 
the tax laws for part of the accomplishment of that purpose. Every- 
body who has got a job who would not have one, everybody who is 
having better times than he had before, can say that the tax program 
of the last year helped to create that condition. 

Now, it didn’t do it all alone. There are other things. There are 
many other things. It did not do it all alone, but it contributed. 

Mr. Mitts. But those who are not participating or enjoying this 
cannot say that anything has been done for them taxwise to permit 
them to follow the stream of the rest of the population and enjoy 
better times? 

Secretary Humpnrey. Who are you referring to? I don’t know 
just. who you are referring to. 

Mr. Mitts. I am referring to a lot of people in distressed areas and 
regions around the country. 

Secretary Humrurey. Oh, no. The tax law could not correct all 
of the difficulties. And I don’t claim it could for a minute. There 
are a lot of difficulties in this country that have to be solved in other 
ways than just the tax laws. 

Mr. Mason. H. R. 1 might have solved some of the unemployment 
in these distressed areas, if it had been defeated. 

Secretary Humrurey. We would have had more distressed areas 
today, many more distressed areas today, than we have, if it hadn’t 
been for this program of which this tax law is a part. 

Mr. Mirts. But, still, those who have not participated in this ad- 
vance in our economic well-being are not entitled to any treatment 
taxwise. 

Secretary Humpurey. The tax laws cannot fix everything. There 
are too many problems to have one law fix them all. 

Mr. Mus. Can we fix a few and expect the great multitude to 
benefit ? 

Secretary Humpnurey. The great multitude of the people have bene- 
fited. Now, there are some people in various industries, and mostly 
they are in special cases, in cases where industries are going through 
a retrogression or where industries are in particular difficulties, where 
certain localities of the country are in particular difficulties, and those 
are problems with respect to those particular industries. Talk about 
the textile industries in the North, or talk about the coal business, or 
talk about some of the things that I happen to know about. Those 
things are problems of those industries. They are particular prob- 
lems in those particular industries. And they need solving and helm 
But they are not general problems. 
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Mr. Mixxs. But there are some problems of individuals that like- 
wise need to be solved. 

Secretary Humpurey. Sure there are. And industries of that 
kind. Sure, there are. They need help. And, as a matter of fact, 
we are proposing some things that I think will be helpful. 

I was a member of a committee that made a report on the fuel situa- 
tion, that we put out the other day, and you gentlemen are going to 
have a chance to do some constructive work here pretty soon that may 
help some of those places. 

Mr. Mitts. Mr. secretary, I have asked you all these questions to 
lead up to this one point, that I want you to know, on the record, that 
I join you in the suggestion that these two sections should be repealed. 

 aaerdtaey Humpurey. Thank you. You were quite a while getting 
there. 

Mr. Reep. You remind me of the Chinese interpreter out in Cali- 
fornia, who talked with the witness for 1 hour. Then the judge said, 
“What did he say?” 

“He said, ‘No.’ ” 

Mr. Murs. I said “Yes.” That is the only difference. 

The Cuarrman. Mr. Jenkins of Ohio will inquire, Mr. Secretary. 

Mr. Jenxrns. It is no surprise, Mr. Secretary, to any sensible per- 
son that this big tax bill would probably develop some inconsistencies 
and some matters that should be corrected; and along that line a few 
days ago, we had some tax authority before us, and I asked him—TI 
have forgotten who he was, somebody in authority, maybe from your 
Department—as to what he thought as to how many of these errors 
had been discovered already where they would have to offer some 
corrections. And I believe he said, “About 40.” 

Secretary Humpurey. I believe it is something like that; most of 
them just a word or a comma or a minor thing. 

Mr. Jenxtns. Yes. That is right. And so it is only natural that 
that would be the case. 

Another thing that I would like to ask for my own benefit: I am 
not enough of an accountant to understand all these clashes that might 
come. I can understand that they could come. But I wonder if 
somebody in your department can provide some instances where Mr. 
A said so and so, and Mr. B said so and so, without quoting anybody 
or any company, to show me what are the defects and why these 
corrections. 

Secretary Humpurey. You mean in these two paragraphs? 

Mr. Jenkins. Right here in these two paragraphs. I can not ex- 
plain these mistakes, but if somebody would give me some illustra- 
tions, I would naturally know more about it. 

Secretary Humpnrey. I just want to repeat again and have it 
clearly understood that I think the preparation and the workman- 
ship that these gentlemen did in putting this thing together is one of 
the most magnificent jobs that I have ever seen ‘done. I think the 
fact that there are these minor corrections—it is just remarkable 
that there aren’t many, many more. And I cannot praise them too 
highly. I think it isa remarkable job. 

Now, as to these two provisions, I think the best thing for me to do 
would be to send you a little sheet with 2 or 3. I could give you 2 or 
3, but I think it would be better to give you a sheet. 
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Mr. Jenkins. I would just like to have an illustration as to 
what is wrong, so that I can understand it thoroughly and just what 
the inconsistencies are so that I can explain it. That is all, Mr. 
Chairman. 

Mr. Reep. As I get the issue, it seems to be stated clearly in our 
original committee report on these provisions as follows: “that all 
items of income and deductions are taken into account once, but only 
once, in the computation of taxable income.” That was the design, 
to accomplish that objective. 

Secretary Humpnrey. That is right. 

The Cuarrman. Any further questions ? 

Mr. King, of California, will inquire. 

Mr. Kine. Mr. Secretary, Mr. Eberharter is ill and away from the 
committee temporarily, and he has requested me to put a question 
to the Secretary. 

He has attempted, so he states, to determine what the dividend credit 
and exclusion provision of 1954 will cost through 1955, 1956, and 1957. 
He states that he has been told that there will be $362 million for a 
full year. That is the best that he has been able to obtain in the way 
of information. 

I will repeat again that he is interested in having some estimates or 
figures for the years 1955, 1956, and 1957. It will not be necessary 
to give them today. 

Secretary Humpnuery. He can have them right now. The first 
year, a half year, was 180, and from then on it is 360. It does not 
change. 

Mr. Kine. You think that will be a correct estimate? 

Secretary Humpnery. That is as nearly as we can estimate; unless 
we run into a year where dividends are very greatly reduced and 
a number of dividends very greatly reduced, and then, of course, it 
would come down. 

Mr. Kine. You are still in favor of this provision yourself, Mr. 
Secretary ? 

Secretary Humpnery. I am, sir, yes, definitely. 

Mr. Kine. You do not feel it would have a deleterious effect as 
time goes on, an adverse effect, in connection with the stock market 
and the fluctuations currently being experienced ? 

Secretary Humrurey. No, I do not. I think it will have a very 
salutary effect. I think it is a very desirable provision. 

Mr. Kine. Very good. That is all. 

The Cuarrman. Mr. Curtis of Missouri will inquire, Mr. Secretary. 

Mr. Curtis. I mainly wanted to clear the record, because I want to 
disassociate myself from the views of Mr. Mills, in particular his 
defense of the committee. I personally am willing to assume the 
responsibility, as a member of this committee, for what we did in H. R. 
8300, and I would hate to see the time come when we did not, as a com- 
mittee, assume responsibility for our actions. 

It is very good to inquire as to why we did certain things, to find 
out the course, to see where an error was made. But I, personally, 
think in order to assume any credit for what we did in H. R. 8300, 
we likewise must assume a responsibility for the harm that we may 
have done. And I am not yet willing to say that this committee is 
a creature of either the executive department or political caucuses, 
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even though there are members of the committee who seem willing 
not only to say it but by their actions make it a reality. 

Now, as to Mr. Mills’ questioning in regard to the $20 proposal and 
its variations, which is now over in the other body, I would raise the 
question whether the Constitution of the United States, which requires 
the tax legislation to originate in this body (we as a Ways and Means 
Committee having been given that responsibility by the House of 
Representatives), could provide sanction for a method of writing tax 
legislation whereby we read newspaper articles in committee hearings 
as to what is going on in another body or in caucuses in changing 

roposed tax legislation so that this body, this great Ways and Means 
Cenediten will not have an opportunity even to discuss the proposed 
tax legislation. 

I suggest that is what will lower the dignity of this committee. And 
I am very jealous of the dignity of this committee. 

I want to make that statement to make the record quite clear that I 
do not agree with Mr. Mills or his defense of this committee. I think 
his defense of this committee demeans the committee. 

And then one other comment: This $20 that Mr. Mills has been 
asking you questions about is certainly not going to help people in 
these distressed areas, because the distressed people are not income- 
tax payers. And as a matter of fact, if it does what you, Mr. Secre- 
tary, have suggested it will do and I have suggested it will do, cause 
further inflation or inflation tendencies, it is going to hurt those people, 
because inflation will hurt all the consumers, and those people, though 
not income-tax payers, are consumers. 

Thank you, Mr. Chairman. I want to get that straight in the 
record. 

Mr. Boces. Mr. Chairman? 

The Cuatrman. Mr. Boggs of Louisiana will inquire, Mr. Secretary. 

Mr. Bocas. Mr. Secretary, several weeks ago, when you were before 
the committee, and again I believe before the other body when you 
were testifying there, I believe you made the statement that tax legis- 
lation was designed entirely for revenue and had no social impli- 
cations. 

Secretary Humpurey. I think that is the desirable objective. I 
did not say, Mr. Boggs, that it had no social implications, because, of 
course, it does. But I said the objectives should not be that. 

Mr. Bocas. Well, it is difficult for me to reconcile that statement 
with the statement you made a moment ago to the effect that the 
Revenue Act of 1954, the revision of 1954, was now responsible for 
a great business upturn. Would that not be a social effect? Or what 
would it be? 

Secretary Humpnrey. I don’t think I ever said or intended what I 
said to mean that the effect of taxation would not have an effect on 
economic conditions. Now, economic conditions and how the economy 
operates up and down are one thing. Social legislation is an entirely 
different thing. What I was talking about was attempting to use 
the revenue law for social legislation ; not economic. 

Mr. Bocas. Well, certainly economic conditions have an effect on 
social conditions. I mean, unemployment would be described not only 
as an economic condition but as a social condition, would it not ? 

Secretary Humpnrey. I suppose they cross over at some point. But, 
generally speaking, I think the distinction is fairly clear. 
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Mr. Bocas. Well, the standard of living, for instance, is certainly a 
social condition, is it not? 

Secretary Humpurey. Oh, yes; it is an economic condition and a 
social condition. 

Mr. Boges. The point I am trying to make is that revenue laws, the 
actions taken by this committee, the Congress, certainly are not limited 
exclusively to raising revenue. Is that right? Otherwise, I do not 
see how you could oppose the Senate proposal. 

Secretary Humpurey. Well, the effect of taxation has an effect on 
the economy. There is no question about that. What I was talking 
about was the matter of social reform. 

Mr. Boees. So it is more than revenue producing? 

Secretary Humpurey. Your purpose is to raise revenue, the neces- 
sary revenues. Now, the effect of accomplishing that purpose can 
spread out into an effect on the economy. 

Mr. Boees. In your principal statement, I gathered that you felt 
that repeal of these two sections would head off litigation. Do you 
anticipate litigation as a result of the action of the Congress last year 
and our anticipated repeal of these provisions? 

Secretary Humpurey. What I said, Mr. Boggs, was this. I said 
that we, in attempting to see if this misunderstanding or error could 
be corrected, had made a regulation, issued a regulation. That regu- 
lation was made on January 22. There were 30 days within which 
protests could be received. During that period, and at the time of 
its expiration, we had received a number of notices that that regulation 
in the opinion of the taxpayer was more restrictive than the wording 
of the law permitted, and that if we insisted on the regulation they 
would take us into court and insist upon the fact that the regulation 
was void because it went beyond the scope of the statute—the language 
of the law. It is for that reason that I have said to you that I believe 
that attempting to correct this error by regulation is not the right 
way to do it; that the right way to do it is by repeal and not by regu- 
lation. And I think if this law stayed in effect and if we tried to 
accomplish the purpose of Congress by regulation, we would have 
litigation. 

Mr. Boces. What effect, if any, has the law already had upon busi- 
ness? Have not some corporations based their statements for last 
year on the anticipation of this provision? 

Secretary Humpurey. They may have. In fact, I have no doubt 
that a number of them have. 

Mr. Boces. Have you received any protest from business about the 
repeal of this provision? 
ene Humeurey. Not yet, but I expect we will receive lots of 
them. 

Mr. Boaes. Why would you expect to receive them ? 

Secretary Humpnrey. Because I think, just as you have indicated 
yourself, that people will feel that they ae lea positions that 
they would not otherwise have taken, and it has been detrimental to 
them to do so, and they did it in reliance on this law. And I think 
we will have a lot of criticism about it. But I think that criticism is 
much better to have than criticism of a lot of things we didn’t intend 
to have, as a consequence of carrying it through. And I hope a large 
part of those criticisms can be handled case by case in a way that will 
ease the situation and not make it too difficult. 
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Mr. Boces. I am informed that on vacation pay alone this loss could 
run as high as several hundred million dollars a year if not higher. 
The thing that worries me is that, that being the case, if the estimators 
of the Department made a mistake as glaring as this, in this provision, 
is it illogical to expect that there are other mistakes in 8300 ? 

Secretary Humpnrey. There may be others. I wouldn’t say for a 
minute that there weren’t. There are none that we know of that are 
serious. But I wouldn’t say for a minute that experience may not 
prove some others. 

Mr. Boees. Why wouldn’t such a thing as obvious as vacation pay, 
for instance, have come to the Treasury Department ? 

Secretary Humpurey. Well, of course, vacation pay was being 
handled by regulation as early as 1947. This isn’t the only thing that 
involves vacation pay. 

Mr. Bocas. Then, certainly, the Treasury, having had this lon 
history of rulings on vacation pay, would have known that this woul 
have involved a tremendous loss of revenue. It was not something 
new to you. 

Secretary Humpurey. No; I don’t think they would be justified in 
thinking of that. I think that the applications for handling of vaca- 
tions was a routine matter, not dependent on this. That was being 
taken care of previously. 

Mr. Boces. Well, this provision, if allowed to stand in the law, would 
affect vacation pay, would it not? 

Secretary Humpurey. Well, I think it might relax it somewhat. 
But that isn’t the big item. 

Mr. Boaes. You mean there would be no loss of revenue on vaca- 
tion pay ! 

Secretary Humpurey. I wouldn’t say there would be none, but it 
would be relatively minor, I think. 

Mr. Bocas. I am trying to get myself straight now on vacation pay. 
Corporations are allowed credit now for vacation pay. 

Secretary Humrurey. Now, wait a minute. Let’s be sure. 

IT think that isright. Ihave just confirmed what I have said. 

The vacation pay, where it was specifically provided for and under 
specific conditions, was provided for beginning in 1947 by ruling, and 
that was carried on where it was specifically provided for. Now, in 
this case, this made it easier for the adoption of more vacation pay. 

Mr. Boaes. So that it would cost considerably more. 

Secretary Humpnurey. I don’t know. Have you any idea how much 
was involved in vacation pay ? 

Mr. Smiru. No; because they had the option to change their union 
contracts and get it under the old law. 

Secretary Humpurey. It depends upon the provisions, as to how 
obligated they were under the union contracts, the terms of it, and so 
forth. My guess is that they could have done practically everything 
under the old regulations that they could under the new, with vaca- 
tions if they had sought to do so. 

Mr. Bocas. Mr. Secretary, there has been a lot of discussion here 
about the blame or lack of blame of this group or that group. Do you 
recall whether or not anybody from the Treasury Department testi- 
fied before the committee on this particular section of the bill? 
Secretary Humpnrey. I will find out. The gentlemen are right 

1ere. 
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Mr. Smrru. I think Mr. Gemmill and I both discussed this in the 
executive session when it was presented in the ordinary sequence of 
committee consideration. 

Mr. Boces. As far as you know, that is all we had. We did not 
have any public hearings on this section. 

Mr. Sorrn. In the 1953 hearings, this was suggested at various 
places by various groups. 

Secretary Humpnurey. This was in the previous year’s public 
hearin 
Mr. Beate. Mr. Secretary, I probably should not ask you to com- 
ment on a newspaper columnist. I see there are a lot of distinguished 
newspapermen here. I have a column before me, written by Mr. Fred 
Othman. It is in the Washington Daily News for Wednesday, Feb- 
ruary 23. I will read you a paragraph or two of it. The name of 
the column is 

Secretary Humpnrey. Mr. Chairman ? 

Excuse me, Mr. Boggs. I think I have gone about as far as I ought 
to go in accommodating the committee in commenting on newspaper 
columns. I really think that is going a little far for me, when I am 
testifying before the committee. I will be very glad if Mr. Boggs 
wants to submit something for me to take it up, but I just do not 
believe I want to expand. I accommodated Mr. Mills, perhaps going 
beyond the real limits of what we ought to do, but I don’t believe we 
had better do that. 

The Cuarrman. Mr. Secretary, I think Mr. Boggs is entitled to ask 
his question, and then you may exercise your discretion in replying. 

Mr. Boees. Mr. Chairman, I would not bring this matter up 1f 
it did not involve an alleged loophole. It is a very interesting thing. 

The CuHarrman. You are recognized. You may proceed. 

Mr. Boaes. And I shall read it. The Secretary does not have to 
comment on it if he does not want to. 





Free cars are for rich motorists only. You've got to be in a high-tax bracket, 
where every deduction is nearly a dollar earned. But say you’re making $100,000 
a year. You buy yourself an auto because you need it in your business. It has 
to be a fancy one, for purposes of prestige. This you'll probably have to prove to 
a skeptical tax collector. 

But the weight of the law’s on your side. You spend $4,600 for a V-8 sedan de 
luxe. This you classify in your tax returns as a piece of business equipment. 

Under the new tax laws, the cost of such equipment may be amortized at the 
rate of 50 percent the first year. This is where Congress did you that favor by 
mistake, according to my tax specialist. 

So you deduct $2,300 on your income-tax form after you’ve driven your fancy 
buggy 12 months. If you are in the proper high-tax bracket this can save you a 
cool $2,000. 

So your superduper motorcar at this stage of the game has cost you $2,600. 

Now you take your year-old sedan, which probably has been driven only 15,000 
miles and looks like new, and sell it on the open market. You'll get, say, $3,400 
for it. Since it has been amortized on the Government’s books as being worth 
only $2,300, your gross profit on it is $1,100. 

This money is a capital gain and is taxable at 25 percent, or $275. So you 
deduct that from the $3,400 and your net proceeds from the sale are $3,125. Add 
to this your $2,000 tax saving and you’ve got $5,125. 

Now you buy a new model for $4,600 and you’ve got $525 left—or enough to 
have it air conditioned. 


Secretary Humpnrey. He would be even better off if he sold it for 
$4,000. 


Mr. Boces. Well, do you mean that? 
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Secretary Humpurey. I imagine that is what is the trouble. Don’t 
you! I can’t tell about it, Mr. Boggs, until I check into it. If there 
is a loophole there, we will look after it. But I imagine that the diffi- 
culty is getting the sales price. 

Mr. Boges. Well, the reason I brought that up is that it leads me 
to a question or two about this depreciation provision. Now, there 
have been all kinds of estimates on what that may cost. In the debate 
on the recent measure in the House, I had before me an economist’s 
estimate that it could run as high as a billion dollars in the first year 
or two. Is that true? Is there any basis for that kind of estimate? 

Secretary Humpurey. Well, I will ask these boys. 

Do you know anything we ought to change our estimates on today ? 

There is nothing that I know of, Mr. Boggs, unless they do. 

That only relates to new purchases, as you recall. 

Mr. Boces. That is correct. 

Secretary Humpnrey. And we know of nothing. None of us know 
of any reason to change our estimates now. 

Mr. Bocas. Well, does that mean that there has not been as much 
expansion as you have anticipated ? 

Secretary Humrpnrey. No; we think our estimates are about right. 

Mr. Boees. What are those estimates ? 

Secretary Humpnrey. $375 million in the first year. 

Mr. Boces. That is revenue? 

Secretary Humpurey. That is right. 

Mr. Boses. Now, how is that translated expansionwise, in dollars? 

Secretary Humpurey. Well, I don’t know. I can’t tell you, Mr. 
Boggs. We would have to try to figure it out. 

Mr. Boaes. You would have to have the estimate, would you not ? 

Secretary Humpnrey. Yes, but I haven’t got it. I haven’t any esti- 
mate of it here at all. 

Mr. Boses. Well, somebody from the staff has, doesn’t he? 

Secretary Humenrey. We came here to talk about two sections, and 
neither one of them involves depreciation. If you want us to talk 
about depreciation, we will get prepared and talk about depreciation. 

a Bocas. Mr. Secretary, we are discussing potential loopholes in 
the Act. 

Secretary Humpurey. Well, we were here for a purpose, and we are 
prepared to discuss that. Now, we can send and get things if you 
want them. 

Mr. Boees. Well, Mr. Secretary, this is a provision that we had 
before the committee last year, and we discussed it before the commit- 
tee, and we discussed it in the House and Senate, and I am surprised 
that somebody from the staff does not have the information. 

Secretary Humpurey. Let me see if Mr. Smith can tell you. I can’t. 

The CHarrman. Mr. Smith, will you identify yourself for the 
record, please ? 

Mr. Smrtru. Dan T. Smith, Assistant to the Secretary, Treasury 
Department. 

The basis of the estimates on depreciation was the level of capital 
expenditures on property subject to depreciation then being made and 
estimated to be made in the current year. On the basis of the Treasury 
figures, we knew what the average rate of depreciation taken on capital 
expenditures was under the ~'d law. Under the new law, in the first 
year, the rate of depreciation, under the double declining balance, is 
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twice that, then tapering off and becoming lower in subsequent years. 

As I recall the figures, the average rate of depreciation on new in- 
vestment is about 6 percent. Under the new law, it would be 12 percent. 
in the first year. There was additional depreciation of that amount. 
In the first year, it would be effective, of course, only for half the year. 
‘Therefore, there would be half of a full year effect. 

Now, I do not recall at the moment whether we assumed that al] 
investors in capital equipment would take this new method, or whether 
we assumed only some fraction. It is apparent, on the basis of the 
evidence that has come in on company reports, that only a fraction of 
the new investment made in 1954 is in fact being handled for tax 
purposes on the basis of the new method. There is nothing whatso- 
ever that has appeared since that time to indicate that the estimate is 
in any sense fy maar 

Mr. Boees. So that in arriving at this figure, you used 1953, 1952, or 
a period of time of new investment ? 

Mr. Smiru. The then level. The level estimated for 1954. 

Mr. Boccs. Using anticipated level for 1954? 

Mr. Situ. That is a detail that I do not recall precisely, Mr. Boggs. 
The differences between years are relatively small. 

Mr. Bosgs. So that it depends, No. 1, on the amount of new invest- 
ment, and, No. 2, on the amount of taxpayers who use the new method. 

Mr. Smirn. That is right. 

Mr. Boges. And it could vary, more or less. 

Secretary Humpurey. That is right. 

Mr. Byrnes. Mr. Chairman, could I raise a point of order? 

If all of the sections of the Revenue Code of last year are open to 
discussion at this hearing, it means that every tax section—every 
section of the tax law—is open for discussion. I think that is a 
most unfair position to put any witness in who has come here with 
instructions to discuss two individual sections of the Internal Revenue 
Code. I raise the point of order, Mr. Chairman, that any discussions 
outside of those two sections and their implications are out of order 
at this hearing. 

The CuarrMan. Permit the Chair to state that the provisions in 
the present law were recommended and urged by the Treasury Depart- 
ment. The Treasury Department is now here urging that those provi- 
sions be repealed. 

Secretary Humpurey. Those two. 

The Cuarrman. Those two provisions that were included in the law 
on the recommendation of and urged by the Treasury Department. 
The Treasury Department is now here recommending and urging that 
those two provisions be repealed. I can see how members of the com- 
mittee might be interested in seeking information that the Treasury 
Department might be prepared to give with respect to other provisions 
of the same act here sought to be amended by repealing two sections 
of it, and I think it is a matter of discretion with members of the 
committee, and if they want to ask for information they should be 
allowed to do so. 

The Secretary has the right to make such reply as he deems appro- 
priate and proper. The Chair overrules the point of order. 

Mr. Mason. Mr. Chairman, another point of order. 

The Cuarrman. The gentleman will state it. 
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Mr. Mason. Mr. Chairman, in your opening statement you said that 
you had announced that the public at large could present briefs on 
these two sections as a part of. this hearing. Now, then, if you limit 
briefs to these two sections, that limits in essence what we are con- 
sidering today ; and if that does not limit, then they can present briefs 
on any section of that whole 875-page document; and so, by your very 
limitation in your opening statement, you have confined this hearing 
not to every section of the code but to these two sections. 

The CHairman. What is the point of order? 

Mr. Mason. The point of order is that you, yourself, foreclosed 
anything else at this hearing outside of those two sections. 

The CHarrman. Well, 1 man out of 25 cannot control the other 
24 members of the committee, and there is no disposition on the 
Chair’s part to endeavor to do that. The point of order is overruled, 

Mr. Curtis. I want to be heard on the point of order, Mr. Chair- 
man. 

The CuarrmMan. The point of order is overruled. 

Mr. Curtis. I wanted to be heard before you ruled. May I be 
heard ? 

The CHarrman. I do not see any purpose to be served. If you want 
to take the time, go ahead. 

Mr. Curtis. In other words, you have already made your decision, 
regardless of argument. I want to call the chairman’s attention to 
the notices sent out to the members of this committee: 


* * * receive testimony in public hearing from the Honorable George Humphrey, 
Secretary of the Treasury, on H. R. 4725. 


And in the light of that notice to the committee and to the witness, 
I request the Chair to rule, as he knows he should rule, that question- 


ing outside of the subject matter is out of order at this time. 

The Cuatrman. The Chair does not need any lecturing from the 
gentleman from Missouri. The point of order has been overruled, 
and is still overruled. The committee will be in order. Mr. Boggs 
will proceed. 

Mr. Bocas. Mr. Chairman, I would just like to observe that I have 
been surprised that some members of the committee apparently do 
not want any further information. These questions, after all, are 
being directed to the Treasury Department of the United States. 
The gentlemen sitting before me are the men who sat here with us 
and drafted this code. They ought to know something about it. 

I might mention, without any reflection on anyone, that as far as 
I know the first indication that we had of this loophole, and every- 
body knows it is a terrific loophole, came from Mr. Zelenko, our 
colleague from New York, and not from the Treasury Department. 
Maybe it would have, at some later date. Mr. Mills raised it in 
committee, too. 

Now, we have several other provisions in the bill that we have 
some estimates on. We have an estimate on the premium payment 
test. on life insurance of $25 million. Have you made any studies on 
that, Mr. Secretary ? 

Secretary Humpnurey. I am not prepared on that; no. 

Mr. Bocas. We had the same provisions before us in 1948. We 
estimated that it might cost as much as $100 million. 
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Secretary Humrurey. I will be very glad to look it up and see, but 
I do not have it in mind at the moment. 

Mr. Boeas. Is there anybody on your staff who can comment on 
the premium test on life insurance ? 

Secretary Humpnrey. If you would like to give us a question on 
that subject, we would like to prepare it for you, Mr. Boggs, so that 
we know what we are doing. 

Mr. Boaes. All right, Mr. Secretary. I will appreciate an answer 
for the record on the life-insurance proposition. 

Now, we had an estimate of $10 million on soil- and water-con- 
servation expenditures. Have you had any chance to study that? 

Secretary Humpurey. I have the same feeling about that. I am 
not prepared to answer that question. 

Mr. Bocas. Let me ask you a general question. Aside from these 
two provisions which are now up for repeal, have you had a chance 
to study any other sections of the bill? 

Secretary Humenrey. I personally have not. The staff are working 
on the various things, the various items, which I have said we will 
be prepared to come in here within 10 days or 2 weeks to present 
to you, and they are getting the data together, and when they get 
it together I am going to go over it, but until I have had a chance 
to see it and go over it, I am not prepared to testify. 

Mr. Boces. May I ask my question another way: Has the staff 
made a study of all of the estimates we had before us last year, or 
just a few of them? 

Secretary Humpurey. No; what they are doing is checking to see 
what, if any, estimates are apparently out of order or being changed 
radically as we have a little experience. And that is a continuing 
thing, Mr. Boggs. That will have to go on right along. We may find 
we will go for some time before experience will show that some 
estimates will prove to be wrong. If we find that at any time, not 
today but any other time, next year, or the following year, if we 
find that this thing is not working as we thought and as you gentle- 
men thought it was going to work, that the thought of Congress is 
not being brought forward, we will bring it to your attention just as 
soon as we are sure of our facts. 

Mr. Bocas. Mr. Secretary, I would just like to say one thing for the 
record. When you say “you gentlemen”—some of us on this committee 
had some reservations about some of these provisions. Some of us did 
not vote for some of these provisions. So that these decisions made 
by the committee with respect to 8,300 were not unanimous decisions. 

I have one other matter [ should like to put in the record. 

Secretary Humpnurey. I would just like to say this, Mr. Boggs. 
And this applies to all of you gentlemen. If any of you have any 
thoughts about any particular provision that you want us to make 
some studies on or to get you some figures on, if you just let me know, 
it will be done promptly. 

Mr. Boaas. Thank you, Mr. Secretary. 

Now, in connection with this study that is going on now, will those 
figures be made available for the record ¢ 

Secretary Humrnurey. They will be made available for the record. 
As quickly as we have them I will present them to the chairman, and 
then he can ask us to come and discuss them if he likes, and we will 
be in the hands of the chairman. 

60303—55——-3 
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Mr. Boces. Mr. Chairman, I have a publication put out by the Re- 

sarch Institute of America, Inc., located here in Washington and in 
Neer York, and this is a special i issue. 

The title of it is “Year-End Tax Saving Guide, 1954.” There are 
many recommendations in this, and I will just read one of them. This 
is “How To Make Money by Contributing To Charity.” 


A taxpayer whose estate planning contemplates the transfer of income-produc- 
ing property to his wife, children, et cetera, can make money on the transfer by 
combining it with a charitable trust. But this opportunity really exists only for 
those who are in a high tax bracket. And the validity of the plan depends on 
having the trust property go to someone other than himself at the end of the 
charitable trust period. 

Illustration: Assume that you are in the 72-percent bracket and own certain 
property worth $100,000 which pays a return of $4,000 a year in income. Your 
estate plan calls for the ultimate gift of that $100,000 property to your children. 
You set up a trust with the income to go to a charity for the next 3 years. (It 
can be for any period of 2 years or more.) After that the property is to go to 
your children. 

if you had held the property and collected $4,000 a year for the 3 years, only 
$3,360 of the $12,000 income would have been left after taxes. By putting the 
property in trust, you can take a $9,800 charitable deduction this year as the 
present value of the gift (assuming it is within the 30 percent charitable deduc- 
tion limitation). The deduction will save you $7,056 in Federal income taxes 
this year. 

Thus, by making the transfer in trust, you increase your after-tax income from 
$3,360 to $7,056 and get that higher amount immediately rather than over a 3-year 
period. 

Observation: Because the Treasury tables used in calculating the value of the 
contribution are based on a 3'4-percent return, you get the best break by con- 
tributing property with a low income rate to the trust. Thus, if you contribute 
$10,000 par value 2144-percent bonds for 10 years, the official tables would show 
an immediate deduction of $2,900 even though the total interest that can be re- 
ceived is only $2,500. There is a possibility, however, that the Treasury might 
refuse to use the 314-percent tables in such a case. 

Observation: From a gift tax viewpoint, the gift to the children will be 
valued at its present value. Thus, in the above illustration, the gift to the 
children would be figured as $90,200 rather than the $100,000 which they will 
actually receive in 3 years. But making a gift this way means that there is no 
$3,000 exclusion per year per recipient available since the gift is one of future 
interest. This may be unimportant if there are other annual gifts made which 
use up the exclusion. 


Would you care to comment on that ¢ 

Secretary Humpurey. No; I am not prepared to comment on it, Mr. 
Congressman. 

Mr. Boces. Mr. Chairman, thank you very much. I have no further 
questions. 

The Cuarrman. Any further questions ? 

Mr. Mason. Mr. Chairman ? 

The Cuarrman. Mr. Mason, of Illinois, will inquire. 

Mr. Mason. Mr. Secretary, would not this be a fair analysis of what 
we were trying to do in 8300, last year: For twenty-some-odd years 
we have pi assed new deal tax legislation which did have social impli- 

cations, such as redistribution of wealth, which did have economic 
effects, such as depressing our economic life, putting men out of work, 
doing away with jobs rather than ee jobs, and that in 8300 we 
tried to correct some of that bad tax legislation that had been put on 
the books during the last twenty-some-odd years, and that we did 
try to take out of our tax laws social implications of any kind, and to 
have economic results which would tend to create jobs and create what 
might be called a good tax climate to encourage expansion and to 
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create jobs for the unemployed? W Suld that not be a fair summary 
of what we were trying to do last year in H. R. 8300? 

Secretary Humpurey. I think it would be a very good summary, 
Mr. Mason. 

Mr. Mason. That is all, Mr. Chairman. 

Mr. Kroon. Mr. Chairman? 

The CuarrmMan. Mr. Keogh, of New York, will inquire. 

Mr. Kroon. Mr. Secretary, I would like first to accept your invita- 
tion to suggest sections for study. And I wonder if I could ask you 
whether your staff has any estimates as to when its present study on 
the effect of the fiscal revenues of the extension of the provisions of 
401 (a) to the professional and self-employed groups of the country 
will be available? 

Secretary Humpnurey. We will have that for you when we bring the 
others. We will make a note of it and see that you have it. 

Mr. Keocu. Then one question about the two sections of this pending 
bill. In response to an inquiry by Mr. Boggs, you indicated that in 
the cases of taxpayers that have already relied and acted on the provi- 
sion, you would handle them on an individual basis. Would you be 
good enough to tell us what your policy with respect to those cases 
would be ? 

Secretary Humpnrey. The only thing we can do, Mr. Keogh, of 
course, is to carry out the law and the regulations as they existed 
prior to that time. We cannot make special provisions. We will just 
have to see what can be done. I don’t know. 

Mr. Kroeu. You mean by way of allowing the reserves that might 
have been set up in reliance on the section ¢ 

Secretary Humrurey. No; we cannot go beyond the law as it ex- 
isted prior to August 17, last year, and we will just have to see whether 
there are some cases where they can reverse themselves or whatever 
it may be. They might be able to file a supplemental return and re- 
verse their action, or something of that kind. 

Mr. Kroen. Do you not agree that the taxpayers of the country 
ought to know in advance what the policy of the Department is with 

respect to two sections that the Department is now recommending the 
immediate and retroactive repeal of ? 

Secretary Humrurey. They ought to know and do know, as I have 
stated, that we believe they should be 1 repe aled and go to their legal 
rights as of the August date, the regulations and legal rights as of that 
date. 

Mr. Krocu. Has your staff come to any opinion as to what, if any, 
legal rights those taxpayers have who have acted on the statute as it 
now is? 

Secretary Humrurey. They are reversed to the previous date. 
Whatever they have done will have to be judged by the previous date, 
unless they can make some application that will bring them within 
the peebi Sinn in some other way. 

Mr. Krocn. That is, then, not acting on an individual basis. Are 
vou telling us now that you propose to disallow any of the reserves 
that have been already set up by taxpayers acting in reliance on these 
two sections? 

Secretary Humpnrry. Yes, sir; I do. And I think that most of 
them will be disallowed. 
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Mr. Koen. Then am I correct in saying that your policy has 
changed from the time you answered Mr. Boggs this morning until 
you are telling me this? 

Secretary Humpurey. No, you are not. My original statement 
stated exactly what we proposed to do, and that is to put the taxpayers 
on the basis of their legal rights as of last August when this law went 
into effect. They are right back where they were last August. 

Now, if there is any special existing ruling that will permit them 
to adjust their affairs, as there might possibly be—I am not saying 
there is or there is not—if there is, they will be able to do it. Their 
rights are definitely fixed legally; whatever they were by the law and 
the regulations as of last August. And that applies to everybody. 

Mr. Keroeu. In other words, you are assuring this committee today 
that if prompt action on the pending bill is taken, no taxpayer in this 
country will have been able to rely on the provisions of H. R. 8300. 

Secretary Humpurey. That is correct. Of these two sections. 

The CHamman. Any further questions? 

Mr. Reed of New York will inquire. 

Mr. Reep. I was just going to say, Mr. Secretary, that you cannot 
make a definite answer to those 2 questions until another body has 
acted on these 2 sections. 

Secretary Humpurey. I am assuming, of course, that this becomes 
law, that this bill becomes law. Yes, that is exactly right. 

Mr. Krocu. And for the record, I would like it to be noted that I 
am assuming that the pending bill becomes law without delay. 

Secretarv Humpnurey. And, of course, the earlier enactment we get, 
the better it will be for everybody concerned. 

I hope, gentlemen, and T would like to put this in right there, that, 
as the chairman has already expedited this, if we are going to take this 
action it will be taken just as promptly as possible. 

Mr. Simpson. Mr. Chairman? 

The Cuarrman. Mr. Simpson of Pennsylvania, will inquire. 

Mr. Srmpson. Mr. Secretary, I am really disturbed about the effect 
of this bill in a number of areas, and I think before it ever passes the 
other body it should be gone into in a lot more detail than it has here, 
in an effort to find who are going to be hurt as a result of reliance 
cn this section. You have mentioned that you would look at the situ- 
ation as to each individual and, if the law permitted, you would adjust 
to his advantage or you would insist that it go along in accordance 
with the repeal. Is that right? 

Secretary Humpurey. The law and the regulations effective last 
August will be the effective provisions. 

Mr. Stmpson. Now, when we passed this law, and as far as I know 
even at this moment, you believe that in this area there should be and 
could be constructive legislation passed. 

Secretary Humpnrey. That what? 

Mr. Simpson. That in this area we were trying to accomplish a 
worthwhile project last year. 

Secretary Humpurey. I believe that is right, Mr. Simpson. I be- 
lieve if it is possible to bring tax accounting and corporate accounting 
together, it is a desirable thing to do. 

Now, I confess that whether it can be done or not—just at the 
moment, I am a little shaky in my knowledge as to whether it can be 
done or whether it can’t. 
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Mr. Stmpson. Do you feel that the proposed regulations issued on 
January 22, 1955, accomplish what was desired when we worked on 
these provisions of the law last year, and what we are now afraid of is 
that the regulations would be upset by the courts because they are 
more narrow than the law? 

Secretary Humpurey. No, that will not accomplish the ae 

Mr. Stmpson. The proposed regulation would not accomplish the 
purpese that we sought when we worked on the law ‘ 

Secretary Humpurey. No, it will not. We did the best we could, 
and that is not enough. And even that is subject to attack. 

Mr. Stmpson. Yes, but suppose we now amend this law to conform 
to the proposed regulations? 

Secretary Humpurey. If you repeal this law, that is the only way 
I know of to do it. Iam not prepared to tell you what kind of a law 
will accomplish your purpose. I just donot know. And whether we 
can suggest one or not, I am not prepared to say. We can’t do it now. 

Mr. Stmpson. Mr. Secretary, the issue that I see—and I think that 
will have to be decided before this bill passes the other body and 
becomes law—is what consideration, if any, we are going to give 
people who acted in reliance on this matter within the limits of the 
proposed regulations. 

Secretary Humpurey. I don’t know, Mr. Simpson. Until we see 
what can be done, I don’t know. 

Mr. Stwpson. What about a company that has issued financial 
reports for 1954 based on the law has made financial commitments 
dealing with rentals, for example? 

Secretary Humpnrey. Dealing with what? 

Mr. Simpson. With rentals. The company expected to have a legal 
liability to pay in 1955 for which they set up reserves for 1954, and 
they have even spent the money to date. Do we force the company to 
take a licking there? 

Secretary Humpurey. I don’t know anything else you can do. You 
see, this is not really going to make any difference, except that a com- 
pany may have gone ahead and made new commitments in reliance 
on the fact that they will have to pay a lesser tax than they will now 
have to pay. Now, that company will just have to rely on recouping 
the difference next year, when it actually will have the disbursements 
to make, if they have been properly estimated. 

Mr. Stupson. I just suggest that amount is just as important to the 
company as it is to the Treasury. Maybe there is some area where we 
can take care of both. What would be the effect if we make H. R. 4725 
effective January 1, 1955? 

Secretary Humrurey. Well, I think if you did that, you might just 
as well let it go. Because what this is doing is permitting double de- 
ductions in a given year, and if you once let the double deductions get 
in, you might as well let it go for the rest of the time. 

Mr. Stmrson. No, you make the repeal effective in 1955 and then 
you provide that the individual shall file an amended return if he 
wants to. 

Secretary Humpnrey. Wait a minute. I don’t quite understand. 

Mr. Srmpson. He files an amended return before June. 

Secretary Humpnrey. But you are going to give him a double de- 
duction in 1954. 
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Mr. Stupson. And on the money that he has had the use of in that 
intervening time, you charge him ‘interest. And then the fellow who 
does not file, the fellow who does not take ad vantage of the amended 
return, you charge interest on it. 

Secretary Humrnrey. I don’t follow that. 

Mr. Stmpson. Well, I think there is a way that you can repeal this 
thing, just as you want to do, making it effective January 1, 1955, and 
take care of these cases. You could, for example, repeal section 462 
as of January 1, 1955, and then allow the deduction, percentagewise, 
over 4 or 5 yet 1s, at 20 or 25 percent a year. 

Secretary Humpnrey. You see, if you make it effective January 1, 
then the double deductions are all allowed in 1954. And if they once 
get the double deductions, it is gone, and I don’t know what. you would 
do about it. Now, that is not all of it. That would be a substantial 
part of it. But another part of this thing really is the estimate of 
these amounts. When you go to the field of estimating what you are 
going to do at some future ‘time and get a tax deduction for it now, 
you are on dangerous ground. This has turned out to be very dan- 
gerous. 

Mr. Srreson. You mean the whole field? 

Secretary Humpnrey. This whole business is very dangerous. And 
I do not know how to solve it. I do not know whether there is any so- 
lution. But I certainly don’t know of any today. 

Mr. Srmreson. One other question, and this applies to a large in- 
dustry which has vacation pay commitments under union contracts 
and they have been allowed deductions for many years in the year 
preceding the vacation year under the provisions of prior law as con- 
strued by the Commissioner in rulings issued in 1947 and 1949, and 
he has been allowed to set up reserves. These contracts guarantee the 
employee a paid vacation if he works 60 percent of the time in the 
preceding year plus at least 1 day in the vacation year, provided he is 
not discharged for cause and does not quit work without giving proper 
notice. The 1947 and 1949 rulings permitted taxpayers to accrue as 
a deduction in the preceding year the estimated cost of these vaca- 
tions. This situation exists in many industries, so I am told. 

Under court decisions since 1949, grave doubt has been cast upon 
the right to deduct these accruals in cases where a specific employee 
may not receive his vacation pay because of the conditions in the 
contract even though the taxpayer can make a very accurate estimate 
of his liability to the employee group as a whole. The Commissioner 
brought the subject to the attention of taxpayers in December 1953 
and announced that he was considering changing the earlier rulings. 
But he stated that if he did so, he would not change them retroactively 
to 1953 or prior years. 

Then along comes the 1954 code, and the taxpayer, looking at 462, 
even though ‘he was warned by the Commissioner of the probability 
of a change in regulation in this area, did not change his labor con- 
tracts in 1954 since section 462 adequately protects him. In Decem- 
ber 1954 the Commissioner revoked his prior rulings and imposed 
much stricter rules for accruing vacation pay made effective originally 
for 1954 and later postponed to 1955 for calendar-year taxpayers. 
The taxpayer is still not concerned about the change in the rules 
since section 462 is still in the law. But repeal of section 462 gives 
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great concern to those taxpayers whose union contracts are not open 
for amendment on this eens in 1955. These taxpayers will get no 
deduction whatsoever for 1955. If that happens the Government 
will gain revenue; it is not a question of losing revenue. These tax- 
payers were lulled to sleep by this 462 situation. And it does seem 
to me that the Commissioner would be justified in considering this 
as a special case and postpone the effective date of his new ruling 
at — for another year to give taxpayers a reasonable time to adjust 
their vacation pay plans if section 462 is repealed. 

Recetiy Humenrey. I think it would be dangerous to pass on 
any particular case off the cuff, but I would think in that particular 
case all they would have to do is change their union contract, and 
that would be all there was to it. I am sorry, but I don’t want to 
pass on individual cases. 

Mr. Stwpson. You do not see any way, then, to help these people 
that have relied on this thing in any area at all? 

Secretary Humenrey. I ‘don’t see any way to do it. Whether as 
we have experience with it a way may be suggested, where there is 
some hardship that may be fixed—if we see anything, we will im- 
mediately suggest it to you. But right at the moment, and with no 
more knowledge than we have—our knowledge about this, you know, 
gentlemen, is pretty limited. Our knowledge about this is what 
we have seinaa by making inquiry of taxpayers, in anticipation of 
what they might be doing. And we just do not know an awful lot 
about it. And I do not think anyone else knows a lot about it. 

Mr. Srupson. Last night I received phone calls from at least six 
corporations. You have not had any story on it downtown, but you 
will get it. 

Secretary Humenrey. Oh, there will be plenty of criticism. This 
is a bad business, and there will be plenty of criticism. 

Mr. Srvpeson. But they are not criticizing in unreasonable areas. 
They are within the zone we thought we were adjusting last year. 
We went too far. 

Why can we not go back to the point we were intending to go to? 

Secretary Humpnrey. I do not know how to get there. 

Mr. Simpson. One way suggested was the use of that word “discre- 
tion,” putting it in the proper place in the law, putting it on your 
shoulders. 

Secretary Humpurey. | do not know how to do it. If I knew, I 
would suggest it. We will welcome any suggestions anybody else may 
have, but we do not know. 

The Cuarrman. Mr. Harrison, of Virginia, will inquire. 

Mr. Harrison. Are you familiar with an organization, Mr. Secre- 
tary, known as the Federal Tax Forum ¢ 

Secretary Humrnrey. I am not, but I am sure there is such. 

Mr. Harrison. I understand there is an organization composed of 
tax attorneys. 

Secretary Humpnnrey. I believe that is right. 

Mr. Harrison. A reputable group of tax attorneys. 

Secretary Humrnnrey. I believe that is right, Mr. Harrison. 

Mr. Harrison. And I have before me a copy of the Wall Street 
Journal of today, which speaks of the telegram sent by that organi- 
zation to Chairman C ooper and Mr. Reed of this committee asking 
for an opportunity for hearing on this bill. Now, in your recom- 
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mendation for prompt action, you would not want to preclude that, 
would you? 

Secretary Humpurey. I think that is entirely up to you gentlemen, 
as to what you want to do about it. I am confident that there is going 
to be a lot of complaint about withdrawal of this law. 

Mr. Harrison. Inasmuch as the bill is retroactive, what is the hurry 
about it, anyway ? 

Secretary Humpurey. Well, the only hurry that I know of—I am 
advised that legal counsel say that it can be properly and legally done. 
Now, the only reason I know of for hurry is to have the fewest pos- 
sible number of people taking action with respect to it that will hurt 
them. A good many people knew when this regulation came out. 
But until the regulation is actually changed, the law is still on 
the books, and somebody can say he took action in reliance on it. 

Mr. Harrison. Most of the injury would probably occur because 
of what they did last year without any knowledge of the proposed re- 
peal; isn’t that true? 

Secretary Humpurey. I imagine that is so, although you can still 
keep doing it in 1955. 

You see, this thing is growing. It has grown like Topsy. One 
fellow dreamed up a deduction, and then another fellow started to 
make it. and I don’t know how far it might go. 

Mr. Harrison. Of course, if it is ultimately repealed retroactively, 
it won’t do much good, will it? 

Secretary Humpurey. No, but there will be that many more people 
who can claim injury. 

Mr. Harrison. Pursuing the line of questioning of Mr. Simpson, I 
notice in the telegram from the Federal Tax Form that they say that 
if they are given opportunity to appear and present their views on 
the harmful effects on business of such a last minute retroactive 
denial of deductions granted by Congress— 
we would also like to present suggestions for reducing the Treasury’s loss of 
revenue, for affording proper safeguards on deductions, and for removing un- 
certainties in the applications of these provisions, thereby eliminating grounds 
for controversies and litigation. 

Now, if the purpose of these provisions of the bill is good, why 
should not the committee hear from tax attorneys and businessmen 
as to whether or not the provisions can be amended ? 

Secretary Humpurey. We would have no objection to it, Mr. Har- 
rison, whatever. 

Mr. Harrison. I beg your pardon ? 

Secretary Humpnrey. We would have no objection to it. That 
is within the discretion of the committee, as to what they think is 
the best way of handling the entire matter. We have brought it 
here. We laid it before you as soon as we felt we had information 
that was reliable. We brought it here and laid this matter before 
you, and we will be glad to cooperate with you with respect to it in the 
way you think it should be handled. 

Mr. Harrison. I have also been interested as to the possibility of 
other loopholes in this tax legislation of last year. Is there any 
reason why in the consideration of this bill we should not reexamine 
that legislation and consider whether or not there are other loopholes 
which should be changed ? 
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Secretary Humpnrey. Well, our original intention was that we 
would bring everything to you at once. And when we found that 
this one thing involved so much more than anything else, that this 
was sO important, we thought the only right thing for us to do was 
to come to you at once with this one. And then we will bring the 
others just as soon as we get them in shape. There are no others 
that we know of that involve such large amounts of money. But 
in an orderly way, if you did not have a serious situation on your 
hands, we could do it all at one time. I do not think that is desirable 
here. I think this one is so much more important that it is probably 
better to handle this one in whatever way you decide is the correct 
way, and then you will bring along the others for later consideration. 

Mr. Harrison. If you do have ‘others, they will be upset on their 
tax plans, too? 

Secretary Humpurey. To a very much less extent. 

Mr. Harrison. That is all, Mr. Chairman. 

The Cuatrman. Mr. McCarthy, of Minnesota, will inquire. 

Mr. McCarrny. In your opinion, has the action of the Treasury 
in recommending repeal had any effect on the stock market ? 

Secretary Humpnrey. I think not. I don’t see how it could, be- 
cause nobody knew it. 

Mr. McCartuy. Nobody knew what? 

Secretary Humpurey. That we were going to recommend the re- 
peal—until I wrote the letter to the chairman. 

The CuatrmMan. Last Monday. 

Mr. McCarruy. Do you think that the market might have been 
affected because the people in the market anticipated that Congress 
would probably act without your recommendation ? 

Secretary Humpurey. Well, of course, I have no way of knowing 
what affects the stock market, but I would not think that this had 
such an effect. But I couldn’t say so. 

Mr. McCarruy. You would assume that the informed people in the 
market would know what the effect of this retroactive legislation 
might be on the value of stocks? 

Secretary Humpnrey. Well, I don’t know. It is awfully hard for 
us to know. They have got a lot more knowledge than we have if 
they know that. 

Mr. McCarrny. Let us take a particular stock. 

Secretary Humpurey. Some individual interested in some individ- 
ual company might know very well that as to his particular company 
it would have an effect on it, which we would not know. That might 
be true. 

Mr. McCartuy. When you put them all together, the net or total 
effect probably would be reflected in stock market activities. 

Secretary Humpurey. It is possible. I would not think it was 
probable, but it is possible. 

Mr. McCartnuy. For example, the Wall Street Journal of Feb- 
ruary 1 has a report on the Johns-Manville financial statement for 
1954, saying that the net fell in 1954 despite a sales record. And in 
the explanation here they make the point that: 


As a result of a nonrecurring double deduction from earnings in 1954, stated 
earnings were reduced by about $1,700,000. 
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If the people who were dealing in Johns-Manville had anticipated 
action to repeal this provision of the law, they should have realized 
that the profit record was not altogether reliable. 

Secretary Humpurey. I think ‘that is right. And if that was a 
sufficient amount to influence the value of what they paid for the stock, 
it would have some effect. 

Mr. McCarrny. Of course, we do not have any sound estimate as 
to what is involved. 

Secretary Humpurey. No; we do not. 

Mr. McCartuy. When the bill was passed, cost was estimated, as 
IT recall, at about $47 million to $50 million. 

Secretary Humpnrey. There was a lump figure of $50 million put 
on a group of minor matters. 

Mr. McCarruy. That is right. 

Secretary Humpurey. And then somebody took one of those minor 
matters out and said, “We will reduce it $3 million.” $47 million, 
you know, sounds like somebody figured it out, but they did not. 

Mr. McCarruy. At the time the bill was being considered I think 
this was in the report—it was indicated that some of the reserves 
which would be allowed were those for cash discounts, repairs and 
replacements, sales returns, vacation pay, certain liabilities for injury 
and damage claims. It was known at the time that reserves for these 
purposes would be recognized. 

Secretar y Humpnrey. A few were mentioned in the proceedings. 

Mr. McCarruy. Now, my question is: Is the difficulty we are expe- 
riencing now the result of reserves being set up for other purposes, 
or is it because the reserves being set up for these purposes are greater 
than anticipated ? 

Secretary Humpnurey. It is both. But it is much more, because 
of new kinds of reserves, reserves other than those mentioned in the 
small list. But even the reserves mentioned in the small list, when 
they come to estimating what it is going to be, indicate that it is going 
to be much higher than we had any idea. 

Mr. McCarruy. Do you know whether in the reports filed up to 
this time there has been any breakdown as to how much reserve might 
be set up for these items specifically mentioned ? 

Secretary Humpurey. No. We thought it was going to be a rela- 
tively minor thing. We had no basis of making a computation. 
There was no way in the world that we could make a computation 
ahead of time and guess what people were going to do. As far as 
we could go in our examination, we thought ‘it was relatively minor. 
In other words, we thought this was a bookkeeping matter, not a reve- 
nue matter. 

Mr. McCarruy. So you have no estimates as to how much reserve 
might be set up for vacation pay, for example? 

Secretary Humpnrey. No. 

Mr. McCarruy. Other than that, you knew what was being done 
and assumed that little change would be taking place. 

Section 452 is under consideration. Have you sent out regulations 
with respect to that section which have resulted in protests coming in 
to you? 

Secretary Humpnrey. That is 1 of these 2? Well, the regulations 
went out on January 22, and we have had a lot of protests that have 
come in. 
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Mr. McCarruy. That related to both 462 and 452? 

Secretary Humpurey. That is right. 

Mr. McCarruy. You had protests on both? 

Secretary Humpurey. That is right. 

Mr. McCarrny. You have no estimate, no indication, as to how 
much might be lost under 452 ? 

Secretary Humpnurey. We don’t know about the amount of money; 
no, sir. 

Mr. McCartny. Either about 452 or 462? 

Secretary Humpnrey. That is right. 

Mr. McCarruy. When were the regulations first sent out ? 

Secretary Humpnrey. On this particular thing ? 

Mr. McCarrny. On 452. 

Secretary Humpnurey. January 22. 

Mr. McCarruy. And the protests began to come in when? 

Secretary Humpurey. Right away, and they accumulated until 
February 22, when the 30 days were up. In fact, I won't say that they 
have stopped. They are still coming. 

Mr. McCarruy. What action do you suggest a company like Wool- 
worth would take if these provisions are repealed 4 

As a result of the company’s action taking advantage of the new deduction 
provision under the 1954 Revenue Act * * * the effect was a net charge of 
approximately $3 million against 1954 earnings. Woolworth said the action 
saved the company $3,452,357. * * * 

The report goes on to explain that this was the greatest year of 
expansion of Woolworth. So apparently it has taken these savings 
and invested them or reinvested them. 

Now, what would be their procedure if we repeal this?) How would 
they go about getting back the money we are going to demand? 

Secretary Humpurey. They won’t. You see, all this is, is a ques- 
tion: Do you take the deduction when you spend the money or guess 
what you are going to spend and take the deduction now? W hen you 
let somebody sit down and figure out how much he thinks he might 
spend and put it backwards, especially if he thinks he can save some 
taxes on it, you can understand how this got away. 

Mr. McCarruy. Do you assume that Woolworth will accept this 
retroactive provision ? 

Secretary Humrurey. I have no doubt there will be some litigation 
about it, but our best advice is that we will win it. We are told that 
it is proper. 

Mr. McCarrny. Mr. Chairman, I have no other questions. 

The CHamman. Mr. Forand,of Rhode Island, will inquire, Mr. 
Secretary. 

Mr. Foranp. Mr. Secretary, I feel rather happy this morning that 
at long last I have found out what the total aggregate of all the 
“negligibles” that were given to me during the consideration of H. R. 
8300 amount to, some 47 or 50 million dollars. You were not present 
during the consideration of that bill, Mr. Secretary, but following the 
consideration of each section, I requested of the staff, your staff and 
the staff of the joint committee, what the effect would be on the reve- 
nue. And I got so many “negligibles” as answers, that somebody 
thought I was going to stop asking, but I did not. I sought the aggre- 
gate, and I finally got it this morning, and I thank you for giving 
it to us. 
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Secretary Humpnrey. What is that? 

Mr. Foranp. The 47 to 50 million dollars. 

Now, there is one matter I should like to clear up for my own satis- 
faction. Did I properly understand you to say that no one would get 

any benefit from this so-called loophole we are trying to close now if 
these two sections are repealed ? 

Secretary Humenrey. That is right. 

Mr. Foranp. In other words, it would amount to the fact that any- 
one who may have filed his income tax return now would have to 
refigure it on the basis of the old law? 

Secretary Humpnrey. That is correct. 

The Cuatrman. Mr. Ikard, of Texas, will inquire. 

Mr. Ixarp. I have 2 questions, 1 or 2 questions on broad matters 
of principle, and 1 or 2 on this bill we are concerned with here today. 

if my memory serves me correctly, we reduced taxes generally in 
1924 and 1926 and 1928, and again in the forties, and it was argued 
at that time that by reducing the tax burdens we would increase the 
economy of the country, the momentum of it, and generate additional 
activity. 

And history, I believe, at least as far as those instances were con- 
cerned, showed that that argument, at least, to some degree, was 
correct ? 

Now, just as a matter of broad principle, Mr. Secretary, do you 
agree with that principle? 

Secretary Humpurey. Not in all instances. I agree to this, that I 
think our whole tax structure is too high. I think that the economy 
would be much better off if we could lower our whole tax structure 
and have less Federal tax to pay. I think that that should be done 
just as rapidly as it can be dans just as rapidly as the savings in 
expenditures. 

You see, taxes are, when you get right down to it, is trying to find 
out how much you are going to spend, and then trying to apportion 
that among the people who have to pay for it. As long as you are 
spending a lot of money, you have to collect a lot of money. But I 
would like to see the time come when we spend less money and collect 
less money, and I think the company would be better off for it. 

Mr. Ixarv. Are you saying, then, that it would be your policy not to 
recommend any further tax reductions until such time as the budget 
is balanced and we can stop any deficit financing ? 

Secretary Humpnrey. No, I didn’t say that. 

Mr. Ixarp. I know you did not. 

Secretary Humpurey. That is not what I said, and it is not what I 
want to say. What I want to say is exactly what I did say, that 
when you can save in expenditures, reduce your expenditures in suffi- 
cient amount to justify a tax cut, that is the time to make the tax 
cut. You want to be helnaing down your expenditures, or you can 
have some increase in revenues when they are so sure that you can 
count on them. 

Mr. Ixarp. But that point of reduction is not necessarily one when 
you come to the end of deficit financing in your Government, is it? 

Secretary HumPurey. That is right. Not necessarily; no, sir. 

Mr. Ixarp. And it may not necessarily be the point when the budget 
is balanced, either. 
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Secretary Humpurey. That is right. It may not necessarily be. 

Mr. Ixarp. Now, as you project the tax program for the next few 
years—and I know that you in your Department do study it and try 
to project it—along with the income and the outgo, I would like to ask 
you for your opinion, and I know it would only be an opinion, be- 
cause you can only give your best guess as to when you think we will 
reach the point when we will have a balanced budget and be through 
with the deficit financing. 

Secretary Humpnrey. Well, I wish I knew. 

Mr. Ixarp. I want your best judgment. 

Secretary Humpurey. It is just impossible to tell. We are esti- 
mating a $214 billion deficit for the year 1956. You see, it depends 
so very largely upon what we spend for our security. World condi- 
tions are so important. I can say this, that if world conditions got 
better, so that we could feel some proper substantial reduction in our 
security expenditures was possible, we would have a balanced budget 
right quick. 

Mr. Ixarp. And so your answer is that no one today can tell just 
when we will get to the point where our budget will be balanced. 

Secretary Humpurey. That is right. 

Mr. Ixarp. In your projection of the future, what is your opinion 
now about the recommendations that you might make concerning a 
reduction in taxes? 

Secretary Humpurey. Another reduction in taxes / 

Mr. Ixarp. Yes, sir. 

Secretary Humpnurey. I would not make any recommendation for 
a reduction in taxes until I know where the money is coming from 
to pay it. 

Mr. Ixarp. Of course, that does not answer my question, Mr. 
Secretary. How far ahead do you project in the Treasury Depart- 
ment what the possible income will be? 

Secretary HumPurey. We make new official projections every 6 
months. We make unofficial projections, every month. 

Mr. Ixarp. Now, at what point in time will you make some decision 
as to what your recommendations will be to the Congress for a tax 
bill, if any, in the calendar year 1956? When will that decision be 
made? 

Secretary Humpnrey. I think we would have to have our budget 
figures for the year 1957 before we would know. 

Mr. Ixarp. Yes, sir. And when, approximately, do you anticipate 
having those ? 

Secretary Humpurey. The 1957 figures, as I recall it, are due in 
January, a year from now. I would think that would be the very 
earliest that you could have any idea. : 

Mr. Ixarp. Do you have any opinion now, today, and there again 
I know that these questions cannot be answered definitely, but I am 
asking only for your opinion and your best judgment as we sit 
here today talking about this thing, as to what the attitude of your 
Department will be toward the extension of the corporate tax rate as 
it is now, next year. 

Secretary Humpuery. I have no opinion about it and can’t have un- 
til we see where we are going in our expenditures. 
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Mr. Ixarp. In other words, your answer is now, then, that you just 
do not know ? 

Senator Humpnurey. I just do not know. 

Mr. Ikarp. And I assume that it would be the same thing with re- 
gard to the excise taxes and the other taxes that would expire under the 
bill that was passed in the House here? 

Secretary Humpurey. That isright. You see, it is just as simple as 
this. In January of next year, we Shave to guess for 18 months ahead 
of that. Now, if we undertook to guess now, you are undertaking to 
guess 30 months ahead. W ell, we just cannot guess 30 months ahead. 

Mr. Ikarp. But that is an art that most businesses and all business- 
men engage in. No businessman enters a year blindly, or he hopes he 
doesn’t. He does not always hit it, but he at least has some projection, 
some program. 

Secretary Humpnurey. He does not guess very much on what his de- 
tailed expenditures are going to be 3 years ahead. 

Mr. Ixarp. That is right. And that is what I am asking you now, 
what your projections are. I know they are very fluid. They have 
got to be. 

Secretary Humpnrey. We haven’t any. 

Mr. Ixarp. In other words, you have no projections now? 

Secretary Humpurey. We have no projections now for 1957. Our 
last projection is for 1956. 

Mr. Ikarp. In other words, you have no idea today as to what your 
recommendations would be to the Congress, tax wise, next year? 

Secretary Humpnrey. For 1957, no. 

Mr. Ikarp. Just one more thing, Mr. Chairman. I would just like 
to read into the record, if I may, an article from the Journal of Com- 
merce of today. 

The Cuatrman. All right. Go ahead. 

(The material referred to follows :) 


[From the Journal of Commerce, Thursday, March 10, 1955] 


NEWSLETTER—TAx REPORT—WINDFALL ProvISION HELD Bic Error in TAx 
WRITING 


WaSHINGTON.—“I wouldn’t call it an ‘inadvertent error’—I’d call it a mon- 
strous error,” said the tax attorney, reading a George Humphrey pronounce- 
ment. 

“I guess you could call it the biggest error in our tax history,” pursued the 
longtime capital-tax expert. “I don’t know of a more monstrous one, do you?” 

The bizarre story of sections 452 and 462 of the Internal Revenue Code of 
1954 has had tax circles here buzzing the past fortnight—and the Treasury ina 
first-class flap, or tizzy. Even an untutored, lay eye described the scene there 
early this week as “everyone running around like chickens with their heads 
cut off.” 

The storm over the superboner broke at a particularly inopportune moment 
for the administration (and conversely for the majority party in Congress) 
because of debate on the $20-tax-credit proposal passed by the House but running 
into trouble in the Senate. It gives the Democrats the opportunity to sneer, 
“Ah, so you are ready to hand out from 1 to 5 billions to the corporations without 
worrying about budget balancing, but when it comes to giving $20 tax credit 
to the little guy, that’s fiscal irresponsibility?” 


TREASURY EMBARRASSED 


So the Treasury has been keenly embarrassed. 
The existence of the loophole has been no secret. One high-priced tax service 
had it tabbed for its clients as a “double deduction” back in May, while the 


revision bill was still under consideration in the Senate; and the American In- 
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stitute of Accountants even spelled out the dynamite lurking in the language 
for the Senate Finance Committee. 


Since then it seems each time a tax accountant called on a business client, a 
new deduction gimmick was born. 


STORM LONG IN BREAKING 


What seems incredible in retrospect is that the storm took as long to gather 
and to break as it did. 

And what seems even more incredible is that the Treasury apparently thought 
until as late as a week ago, 1 week after Congressman Zelenko spilled the beans 
on the House floor, that it could hush the matter up by ignoring it, shutting 
its eyes and ears to it—and by relying on tight, tough regulations governing appli- 
cation of the offending sections. 

That this was not likely to prove a rewarding policy began to be clear over 
the weekend when House Democrats began lining up heavy artillery and zeroing 
in on 462. 


PRESSES FOR REPEAL 


The Treasury thereupon hastily called for outright repeal, apparently realizing 
that any attempt at patching up the section by spreading revenue loss over 
several years would play into the hands of Democratic strategists who would en- 
joy nothing more than to prolong the service life of this inviting target. 

The Treasury decision, if belated, is under the circumstances the wisest course 
for the country as a whole, some unbiased experts feel. It was instantly acted 
on by leaders of both parties in the Ways and Means Committee, with identical 
Cvuoper and Reed bills for repeal. 

Historians meanwhile noted that this was not the first discovery of a loophole 
as wide as a whole backfield in the new Tax Code. 

One legislative rush job of patchwork already accomplished has been to give 
back to narcotics enforcement agents their main enforcement weapon, inad- 
vertently left out of the narcotics tax chapter of the code. 


The Cuatrman. Mr. Reed of New York, will inquire. 

Mr. Reep. With reference to making: these projections as to the 
future: At this particular time, Congress has not appropriated a 
nickel. So that you have no way of knowing what the Congress is 
going to spend. 

Secretary Humpnrey. I don’t even know what they are going to 
spend this year. 

Mr. Reep. And another thing is that one of the most dangerous 
things in the world is to make a projection as to what you are going 
to do about excises. 

The CHatrMaNn. I would like to inquire very briefly. I have pa- 
tiently waited until all others made their inquiries, and I would like 
to first mention, or rather refer to, your prepared statement presented 
here. 

At several places in there, you refer to the Congress. In the last 
paragraph on page 1, you say: 

Taxpayers have already served noticed that they intend to litigate this re- 
striction. Should they be successful in the courts, the revenue loss under the 
law might be far in excess of anything contemplated by the Congress. 


Then, in the second paragraph on page 2: 


Repeal of these two provisions will reinstate the legal rights of everyone just 

as they were under the old law prior to last August and protect the Government 
from revenue loss which was never intended by the Congress. 
That just prompts me to inquire that although Congress pas:od the 
law, of course, these provisions were recommended and urged by the 
Treasury Department ? 

Secretary Humpnrey. We recommended the whole bill; yes, sir. 
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The CHarrman. And you are here now just as strongly recom- 
mending and urging that these two provisions be repealed ? 

Secretary Humpurey. That is correct. 

The Cuarrman. Now, I just wanted to call attention to a sentence 
appearing in a press release that I issued on March the 8, which was 
the day I received your letter dated March 7. At the top of page 2, 
there is this statement: 

I think I can state without fear of contradiction that no member of our 
committee, when we were considering these provisions last year, intended 
that any windfall should be given to any taxpayer. 

I do not believe anybody will disagree with that statement. 

Mr. Reep. I would like to make a statement right there: The mi- 
nority report on H. R. 8300 criticized about 13 specific provisions of 
the bill. However, the minority report did not criticize these 
provisions. 

The Cuarrman. Of course, my statement goes into more detail 
about the minority position at that time. 

The fact is that I offered a motion to recommit the bill and voted 
against the bill. But I do say now, as I said in this statement, that I 
do not think any member of our committee intended that any such 
windfall as this should be provided for anybody. 

Secretary Humenrey. I think, Mr. Cooper—of course, it is impos- 
sible to tell absolutely, but it is my best judgment—that what would 
have happened under this provision would never have been developed 
without some actual practice under it. 

I don’t think that anybody had any idea; and I think if we had 
studied this provision for another year, we would still have put it in 
without knowing what has happened to date. It took actual applica- 
tion to find out. 

The Crrarrman. I understand that. And I think you very ap- 
propriately stated here that the Treasury and you assume your part 
of the responsibility for the mistake that was made. 

Secretary Humpurey. That is right. 

The Cuatrman. And there is no doubt there was a mistake made, 
and you are here urging that the mistake be corrected. 

Secretary Humpurey. That is correct. 

The CuHarrman. Just one other question or so, if I may, Mr. 
Secretary. 

Is it your advice from your legal advisers that there is no difficulty 
involved by reason of the enactment of this bill as it is now presented 
to the committee, carrying out your recommendations ? 

Secretary Humpnrey. Our lawyers advise us that your bill can be 
passed and will correct this situation. 

The Cuarrman. And even though it might be finally enacted after 
March 15, the date on which returns should be filed, there would be 
no legal difficulties involved in that respect ? 

Secretary Humpnurey. That is the best advice that we can get. 

The Cuarrman. Well, I might state to you that I have conferred 
with Mr. Stam, the Chief of Staff of the Joint Committee on Internal 
Revenue Taxation, and he shares that opinion. 

Now, we have been given information, Mr. Secretary, that your staff 
has already found about. 50 to 60 errors in the Internal Revenue Code 
of last year that should be corrected, and that more are being discovered 
every day. That is the statement that was given to us. That is what 
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you refer to in the last paragraph of your letter to me, that as soon as 
your study is completed, you expect to make recommendations for the 
correction of those mistakes ? 

Secretary Humrurey. That is correct. 

Now, I think that suggestions have to be divided into two categories. 
One is mistakes of one kind or another, typographical, or punctuation, 
or wording or something of that sort, and then we may, and I do 
not know until we have studied them—there were a few items that 
were controversial items in the committee discussion that we might 
suggest for you to reconsider, if you wish. We would be just calling 
them to your attention as controversial items. 

The total of all of the items that we have to date, all put together, 
is what ? 

Mr. WiuuiamMs. Roughly, 70. 

The CHarmmaAn. You are stating to us that you have discovered 
between 50 and 70 mistakes that should be corrected, and more are 
being discovered every day. Is that a correct statement of what you 
told us? 

Mr. Wiuu1AMs. I don’t believe I could say that more are being dis- 
covered every day. I believe, Mr. Cooper, that since we were here 
about 214 weeks ago, I have learned of only one more than I knew 
of at that time. But, roughly, that number. 

I may say that copies of those have been furnished to Mr. Stam, 
and I have discussed them with the clerk. But there is some mis- 
understanding. I thought he had a copy, but he told me a day or 
two ago, that he did not have, so I am having a copy prepared for him. 

Mr. Reep. I want to ask you one more question. Is the list broken 
down in order to show those minor things such as misplaced commas, 
and semicolons ? 

Mr. Wriu1ams. When I say 70, Mr. Reed, that includes such things 
as the singular instead of the plural and that sort of thing. There 
are about 30 of those. 

Mr. Reep. That is what I want to get in the record. 

The Cuatrman. Now, so far, Mr. Secretary, you have discovered 
two serious mistakes. One was brought to our attention at the very 
beginning of this session, where it was found that the penalties for 
certain narcotic violations had been omitted from the law. We acted 
immediately on that. 

Secretary Humpurey. That is right. 

The Cuarrman. Now you have discovered this other serious mistake 
that was made in the bill passed last year, and you are here now 
recommending that it be corrected ? 

Secretary Humpurey. That is correct. 

The CuatrMAn. Without objection, I would like to have consent 
to include in the record at this point the press release that I issued 
on March 8, 1955. 

(The press release referred to follows :) 


CHAIRMAN JERE COOPER, COMMITTEE ON WAYS AND MEANS, INTRODUCES A BILL— 
H. R. 4725—To REPEAL Section 452 (RELATING TO PREPAID INCOME) AND SECc- 


TION 462 (RELATING TO RESERVES FOR ESTIMATED EXPENSES) OF THE INTERNAL 
REVENUB CoDE oF 1954 


Chairman Jere Cooper, Committee on Ways and Means, today introduced 
H. R. 4725, which would repeal section 452 (relating to prepaid income) and 
section 462 (relating to reserves for estimated expenses) of the Internal Revenue 
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Code of 1954. These sections are included in the amendments to the tax laws 
relating to accounting provisions which were made by H. R. 8300, the Internal 
Revenue Code of 1954. 

Section 452 permits, with limitations, accrual basis taxpayers to defer the 
reporting of income by way of advance payments for services performed, goods 
furnished, the use of property and so on, until the year or years in which the 
income is earned. 

Section 462 permits accrual basis taxpayers to deduct, in oaehete cases, addi- 
tions to reserves for various types of estimated expenses. 

Chairman Cooper stated: 

“For some time some of us on the committee have been concerned about the 
operation of these provisions and the resulting loss of revenue, due to the 
fact that these provisions were rumored to be creating windfalls for affected 
taxpayers. During the appearance of the Secretary of the Treasury before 
our committee on February 21, 1955, when we were considering the extension 
of the present corporate and certain existing excise tax rates, Mr. Mills (Demo- 
crat, Arkansas) asked the Secretary about section 462, and in particular whether 
or not it was true that there might be a considerable loss of revenue involved 
in this provision. The Secretary replied that the estimate for the revenue loss 
for all the accounting provision changes, including section 462, was still $47 
million, as originally estimated, and that he was not aware of the fact that 
there were reputed to be windfalls under this provision for taxpayers. Mr. 
Mills then asked the Secretary to investigate the rumored windfalls and report 
to the committee immediately if he discovered that they might exist. 

“The windfalls under this provision arise from the fact that in many instances 
accrual basis taxpayers are permitted to deduct for the year 1954 their accrued 
expenses, as they have done in the past, and at the same time establish a reserve 
for estimated expenses in 1955, resulting in whole or in part to a doubling up 
of deductions. 

“The Secretary has now informed me that his study has indicated ‘clearly 
that many taxpayers are planning to use these provisions to defer income and 
create deductions in excess of anything contemplated at the time they were 
proposed.’ He has recommended that these two provisions be repealed retro- 
actively to their original effective dates. 

“T think I can state without fear of contradiction that no member of our 
committee, when we were considering these provisions last year, intended that 
any windfall should be given to any taxpayer. However, I was concerned then 
that the committee was not giving adequate consideration to the major revisions 
in the tax law which were being made. As a matter of fact, we Democratic 
members of the committee in our minority report pointed out that although 
the Treasury Department had spent months preparing recommendations for 
the bill, the committee deliberated on it for only a month and a half. We also 
stated: 

“«* * * Tn our opinion, such a complete overhauling as this, involving the 
most complicated laws which the Congress has ever written, would require at 
least 1 year to fully understand the changes proposed and to intelligently approve 
existing law as being as nearly perfect as it can be made. 

“‘We frankly admit that we do not fully understand or comprehend many 
of the changes proposed in the bill. Many tax lawyers spend their entire lives 
keeping posted on certain narrow fields of taxes. In many instances, we were 
not even given a draft of the proposed changes in the law until the committee 
began considering them. 

“ ‘We fear, that, in the hasty manner in which this most complicated aidsiibd 
has been handled, we will have to spend many weeks straightening out the law 
in the future, if the bill becomes law. In the short time which we have had to 
review the bill—and we were only given a completed committee print a week 
ago—we have found certain changes which are being proposed which we question. 
The fact that we have not commented on other changes in the bill does not neces- 
sarily mean that we approve them. 

“We also stated in our minority report that it was our opinion that the revenue 
loss estimates in many instances were far too conservative. 

“T do not refer to these comments necessarily by way of criticism, but to 
indicate that we recognized that this was such an important and far-reaching 
revision of the tax laws that prudence dictated that thorough consideration and 
study should be given to it. 

“For the information of the taxpayers involved, I will state that it is my 
opinion that the Congress will act promptly to repeal sections 452 and 462, and 
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that it is my intention to call a meeting of the Committee on Ways and Means 
as soon as practicable to consider my bill, H. R. 4725. The ranking minority 
member of our committee, Mr. Reed of New York, has introduced an identical 
bill, H. R. 4726. 

“Since it is apparent that the revenue loss involved in these sections will be 
considerably more than the Treasury Department originally esimated, because 
the provisions have opened up unintended possibilities for tax savings to tax- 
payers, it is my thought that the best course of action will be to repeal the 
provisions. The committee can then give further and adequate consideration 
to these provisions and act on them at a later date if it should so desire.” 


Mr. Reep. Mr. Cooper, following that, I would like to insert the 
press release that I issued. 


The Cuarrman. Without objection, both press releases will be 
included. 


(The press release referred to follows :) 
[Office of Daniel A. Reed (Republican, New York), immediate release, March 8, 1955] 


Representative Daniel A. Reed (Republican, New York), ranking Republican 
member of the House Ways and Means Commitee, announced today that he has 
introduced legislation to repeal retroactively sections 452 and 462 of the new 
Internal Revenue Code of 1954. These are accounting provisions which relate to 
deferred income and to reserve for estimated expenses. 

Representative Reed’s complete statement follows: 

“In the course of its extensive overhaul of our tax system during the last 
Congress, one of the most widespread complaints received by the Committee on 
Ways and Means was that artificial divergences had developed between the 
computation of income for tax purposes and the computation of income for 
business purposes as determined under generally accepted accounting provisions. 
These differences were confined almost entirely to questions of when certain 
types of income and expenses should be taken into account in arriving at net 
income. 

“As a result, the new Internal Revenue Code of 1954 sought to bring the 
income-tax provisions of the law into harmony with generally accepted account- 
ing provisions and, as stated in the report of our committee, ‘to assure that all 
items of income and deductions are taken into account once, but only once in the 
computation of taxable income.’ Sections 452 and 462 of the new code were 
designed to meet these objectives. 

“Under the prior law, payments received in advance for the use of property 
in future years or for services to be rendered in future years were includible 
in the income of the recipient in the year they were received. This was true 
regardless of the taxpayer’s method of accounting. However, well-establshed 
accounting procedures provide that, in the case of taxpayers on an accural 
accounting system, payments for rentals, club dues, warehouse fees, and the like 
should be included in income in the year in which income is earned and in the 
year in which the related expenses are incurred. Obviously, this is not neces- 
sarily in the year of receipt. 

“As a consequence, section 452, in general, permits sccrual basis taxpayers 
to defer the reporting of advance payments as income until the year, or years, 
in which, under the taxpayer’s regular method of accounting, the income is 
earned. 

“With respect to deductions for expenses and losses incurred by a taxpayer, 
prior law provided that these deductions could be taken only when all events 
had occurred which fixed the fact and the amount of the taxpayer’s liability. 
This rule, in many cases, was at variance with generally accepted accounting 
principles which required all determinable liabilities relating to reported income 
to be taken into account. 

“As a result, section 462 of the new code conformed the tax treatment of ex- 
penses more closely to general business treatment by permitting an accrual 
basis taxpayer to deduct reasonable additions to reserves for estimated expenses. 

“These two provisions, sections 452 and 462, were strongly advocated by the 
accounting profession of the United States. Each section was approved by the 
unanimous vote of both the Republican and Democratic members of the Com- 
mittee on Ways and Means. 

“It has developed recently that there is a sharp difference of opinion between 
taxpayers and the Government as to the scope of these sections. The tentative 
regulations issued by the Treasury on January 22 in order to carry out the 
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provisions of the law have come under strong attack as being too restrictive. 
For example, the tentative regulations would not permit a deduction for addi- 
tions to reserves for estimated repair and maintenance expenses. Taxpayers 
have already served notice that they intend to litigate this restriction. Should 
they be successful in the courts, the revenue loss under the law would be far in 
excess of anything contemplated by the Congress. 

“In addition, the tentative regulations also require that the reserves which 
these sections periit for tax purposes must be shown on the regular books of 
the company which are used for statements of financial condition to stock- 
holders. This requirement is also under attack although it would seem to be in 
line with the objective of the law to bring tax accounting into harmony with 
business accounting. 

“Therefore, it seems clear that many groups will seek an opportunity under 
these sections to receive tax benefits substantially in excess of anything antici- 
pated by the Congress. If the present provisions remain in effect, extended 
litigation appears inevitable. As a result, I believe that the two sections in 
question should be repealed in order to prevent this type of uncertainty and to 
avoid possible taxpayer abuse. The Secretary of the Treasury has recommended 
this action. 


“There is absolutely no question in my mind but that the objective which Con- 
gress sought to achieve by these provisions was and still remains highly desir- 
able. Tax accounting should not depart in an artificial manner from generally 
accepted principles of business accounting. Therefore, it is my earnest hope 
that this matter will receive further study with a view to solving the transi- 
tional problems which have occurred. I am confident that effective and practical 
legislation along these lines can and should be developed.” 

The Cuatrman. I would like to ask that you review all the provi- 
sions on which the Treasury Department es‘imated that there would 
be revenue losses, to see if the original estimates still stand, or whether 
they should be revised. 

Now, frequently, during the consideration of the bill last year, we 
were not given very firm estimates. I think it would be helpful if 
you would accommodate us to that extent. 

Secretary Humpnurey. We certainly will do it. 

Now, that involves a good deal of study. 

The CaarrMan. I understand. 

Secretary Humpurey. And with your permission, we will bring in 
this list of corrections before we have all of those other figures. We 
won’t wait until we have all of the reestimates before we bring in these 
figures. We will bring them in as soon as we have them in shape for 
you, and then we will go right ahead with the others and bring them 
In as soon as we can. 

The CuarrmMan. We will appreciate that, because I am sure you will 
agree that we ought to have that information. 

Secretary Humpurey. We ought to do it. That is correct. 

The Cuatrman. I would also like to ask that the estimate be in- 
cluded for revenue losses in a full year of operation of all of these 
provisions of the act of last year. 

Secretary Humpurey. That is right. 

The Cuarrman. And ina case like depreciation, where there will be 
continuing losses over the years, I think you ought to give us the best 
estimate you can on that also. 

Secretary Humpurey. Of course, those are not continuing losses 
over the years. You start with some losses and then you come around 
to where you make gains. 

You see, there is no final loss on depreciation. It is the same 
amount of money that is eventually paid. The only change that you 
can possibly have on the depreciation is if there is an intervening 
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change in tax rates. That is all. Otherwise there isn’t a dollar in- 
volved. 

The Cuarrman. But I think it would be helpful if you would give 
us your estimates year by year through that period. 

Mr. Reep. I would like to request also that you give us the gains. 

Secretary Humpnrery. Very well. 

The CHarrman. The Chair would like to state that we appreciate 
your appearance and the information given the committee. 

The Chair had hoped we might conclude the hearing, but more time 
has been consumed than I had anticipated, and I am sure more than 
you had anticipated. 

Secretary Humpenrey. Surely. 

The Cuartrman. I do observe the presence of our colleague from 
New York, Mr. Zelenko, who has done a great deal of work on this 
subject and was the first Member of the House to introduce a bill for 
the repeal of section 462 as you are now recommending. You also 
recommend the repeal of section 452. 

I introduced the bill the day I received your letter to carry out 
your recommendations. 

And our good friend and colleague, Mr. Reed, introduced an identi- 

val bill. 

But I do think it would be helpful to the ecient to hear Mr. 
Zelenko. He made a statement in the House, a very informative state- 
ment, reflecting the great study and attention that he had given to 
this matter. And, obviously, we have to be on the floor this after- 
noon, because of an important bill under consideration there. 

There is a quorum call on right now in the House. 

So, without objection, the committee will stand adjourned until 10 


o’clock in the morning. We will ask you to please be present then, 
Mr. Zalenko. 

We again thank you, Mr. Secretary, for your appearance and the 
information given the committee. 

Secretary Humeurey. Thank you very much. 

(Whereupon, at 12:50 p. m., the hearing was adjourned until 10 
a.m., Friday, March 11, 1955.) 
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PREPAID INCOME AND RESERVES FOR ESTIMATED 
EXPENSES 


FRIDAY, MARCH 11, 1955 


Hovuse or REPRESENTATIVES, 
Commitrer on Ways AND MEANS, 
Washington, D. C. 

The committee met, pursuant to call, at 10: 20 a. m., in the committee 
room of the House Committee on Ways and Means, Hon. Jere Cooper 
(chairman) presiding. 

The Cuairman. The committee will be in order. 

We have the pleasure of having our colleague from New York, Mr. 
Zelenko, present, and it will be remembered that he introduced the 
first bill with respect to the problem that we have before us now. I 
am sure he has done a good deal of work on this subject, and he is 
entitled to the credit for the attention he has given to it. 

We are very glad to have you here, Mr. “Zelenko, and, of course, 
we know you very pleasantly as our colleague in the House. 

Please give your name for the record. 


STATEMENT OF HON. HERBERT ZELENKO, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW YORK 


Mr. ZeteENKo. My name is Herbert Zelenko, Representative, 21st 
District of New York. 

The CuarrMan. We are very glad to hear you, Mr. Zelenko. 

Mr. Zetenxo. I want to thank the committee for permitting me to 
appear here. However, at this time it seems that perhaps I am a 
little late, as long as everybody agrees that the sections involved should 
come out of the law. But I would like to indicate several things to 
the committee. 

Had there been any dispute on the effect. of section 462, I was pre- 
pared to bring with me four certified public accountants from New 
York City doing work in various strata of the business world, from 
big corporations : down to aver age ones and small ones. That, of course, 
is unnecessary now. 

There are certain items that I should like to bring to the attention 
of the committee at this time, however. 

I was here yesterday when the Secretary of the Treasury was in- 
terrogated at length on whether he could give the committee an esti- 
mate of what the loss under section 462 would be. I believe the 
substance of his answer was that he could not give the committee 
any figure at all. 

I know the Secretary is quite busy, and perhaps he was not able to 
marshal his figures yesterday. But on Sunday of last week, on the 
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6th of March, I had the pleasure of listening and seeing the Secretary 
on a national television program entitled “Face the Nation.” I 
have with me a transcript of his remarks which I think will be help- 
ful to the committee on the estimate of the loss under section 462. The 
Secretary gave this information to the country at large on Sunday, 
March 6. With the committee’s permission, I will read from page 
i9 of the transcript. 

A Mr. Madigan asked the Secretary as follows: 

Mr. Secretary, you said earlier this week that you asked Congress to correct 
the technical loophole in the 1954 tax law which had cost our country some 


money, and there had been some argument as to the amount of money involved. 


How much money was lost through the technical loophole which we have now 
closed. 


Secretary HumpnHrey. Nothing has been lost. 
Mr. Mapican. But would be lost in the intake? 
Secretary Humpurey. I don’t know. It is a little hard to tell. There is talk 


of a billion dollars of loss. That is not so. I don’t know whether it might be 
$200 or $300 million or not. 


Now, that was the figure which he estimated on Sunday, March 6. 


If there is any question as to whether he gave that as an estimate, he 
continued : 


The studies are not completed, but as soon as we found it was going to be more 
than we had estimated, than which we had estimated, I forget now, I will say 
$70 million or $80 million as I recall was what the particular provision provided 


for. 

Now, of course, it is obvious that when he used the figure $70 million 
or $80 million, he was talking of the $47 million figure which was the 
prospective loss the section provided for. 

I suggest to the committee that perhaps the Secretary did have a 
figure on Sunday of $200 or $300 million. However, I do tell the com- 
mittee that I think that figure is far below what would be lost under 
this section. 

I had written to the Bureau of Labor Statistics of the Department 
of Labor to obtain certain statistics which dealt with one of the items 
which could be estimated under section 462 as an expense which would 
not be contestable. 

Before I go into that particular figure, I should like to give this 
committee, in substance, what my 4 accountants, who represent a cross- 
section of New York City accountancy practice, have been doing, and 
what their colleagues have been doing in the way of estimating what 
they consider incontestable expenses. Here are some of the items. 

They are freight allowances, returned sales, repairs and replace- 
ments under guaranties, quantity discounts, that is for large pur- 
chases, and vacation pay. 

Now, on this item of vacation pay I had asked the Bureau of Labor 
Statistics to compile a figure, or to get for us the figure on what the 
amount of vacation pay was in the United States in 1954. I did not 
know whether they could come up with a figure, but I read to you now 
from a letter which I received from the Department on March 3, 1955. 
T will just read this paragraph which I think is pertinent. 

It reads as follows: 


No precise data exist as to total expenditures by employees for paid vacations. 
Using several different bases of estimation, we believe that total vacation pay- 
ments fell in a range of 3.25 to 4 billion dollars in 1954. 
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Now, I do not say that each and every dollar of that estimation 
would be deducted by all of the employers in the United States as one 
of the items. But a good part of it would be, at least $1 billion. 

I want to go on to additional items. Another one is pension funds. 
Yesterday before the Senate Finance Committee, John J. McCloy of 
the Chase National Bank testified that there was expended on pension 
funds in the year 1954 between $1.6 billion and $2 billion. A good 
part of that would be included in the proposed estimated deductions. 
That is under section 462. 

Mr. Srwpson. Mr. Chairman 

The Cuatrrman. Would you prefer to complete your statement, o1 
would you want to be interrupted ? 

Mr. ZetenKo. I would rth to complete my statement. 

Other items which the accountants have been taking off under this 
section are self-insurers of injury and damage claims, where com- 
panies insure themselves and put aside various amounts for these 
claims. There are cash discounts on open accounts, based on past 
experience of the percentage of discounts taken, and also salesmen’s 
commissions. 

I digress for a moment and say that this list is compiled not only 
for so-called big business but from small businesses; from what their 
accountants have been doing. There are salesmen’s commissions due 
only if accounts are paid, if discounted to reflect possible future bad 
debts. 

Further items are future services under contracts with automobile 
owners, repurchase of returnable containers sold and liability for 
unreturned bottles and cases. Bottlers are using that. 

Also, there is the publisher’s reserve for magazines to be returned 
by distributors, group insurance authorized before the policy is issued, 
future costs of pending tax litigation, repairs to mine roofs due to 
present conditions of the roof, and salesmen’s or other employees’ 
bonuses. 

The list is greater than I have indicated, but I have culled out these 
15 or 20 from the list of what accountants have been doing in the 
way of taking off estimated deductions under this section. 

Now, I think the section has another possible effect. It has been 
called loosely a double deduction. I think in a way it is possibly a 
triple deduction. 

I would like to read, if I may, from one of the tax services, and, of 
course, we know that accountants rely on the tax services, nationally 
known ones, for their compilation of their client’s statistics. 

I am reading from Commerce Clearing House, page 9029, No. 
51-13, dealing with this section 462. 

They say, among other things: 





In some cases the result can be a statutory net operating loss for an otherwise 
profitable year. 


Of course, putting money in reserve would list it as a liability, and 
that is what they mean. They go on further and this is the part that I 
am alluding to, which is another effect which I do not think has been 
considered. 

They talk about section 172, and they say: 

Taxpayers who elect to defer reporting of prepaid income until earned, or who 


elect to take a double deduction for expenses by using the reserve for estimated 
expenses— < 
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Of course, they are alluding to sections 452 and 462— 


may find that they suffered a business loss for tax purposes even though their 
business otherwise reflected a profit. This business loss may result in a “net 
operating loss,” which may be carried back or over. 

That is the effect that I think has not been discussed. Frankly, 
I have not explored it too much. But not only would the taxpayer 
under section 462 get a double deduction, the reflection in his books 
by putting these amounts in reserve as a liability might aid him in sav- 
ing or keeping from the Government tax moneys either in years ahead 
of us, or years in back of us, under section 172, which deals with carry- 
overs and carrybacks. 

So I state it is really a triple header and not a double header. 

I have just one more thing to say, if I may. I was very interested 
in the second paragraph of the Secretary’s letter dated March 10 
to the chairman of the committee. There he stated that the original 
objectives 

The CHarrman. Was that March 10? 

Mr. Zetenko. Iam sorry. That was his statement before the Ways 
and Means Committee, as of yesterd: ay, March 10, and addressed to 
you, sir. 

In the second paragraph, he stated the following: 

The original objective of these two sections which cover prepaid income and 


reserves for estimated expenses was simply to conform tax accounting with 
business accounting. 


In my understanding, and I do not claim to be correct, sir, it seems 
to me that by that statement, if that is the procedure of the Tre: sury 
Department, they are surrendering completely, abjectly, and forever 
to big business. I think it means that they cannot keep score and are 


willing to take the figures set forth by business accountants. 

I think the proper procedure would be to have business accounting 
conform with tax accounting. The average little man, who has a cash 
rec deal, does not need any conformation by the Government. 
The Government conforms his payments to their regulations. 

I am looking at an overall picture. I think when we get to the point 
where accounting procedure is so involved that the Government must 
conform its ideas of collecting in order to be able to collect properly, 
then I think we ought to stop : at that point and look it over. 

Accountants not only keep track of their clients’ businesses, and 
see that they are doing things properly, but as we all know, and I think 
we can take official notice of it, their idea is under the statutes as they 
exist, to see how much they can save their clients in taxes properly and 
legally. If they can do it by bookkeeping, they are going to do it. 

If that is one of their purposes, then I think we are going to get a 
lot less money in than we expect. It is a legal purpose. We know 
that. Are we in one of the Government departments going to con- 
form, or try to conform, our method of collecting taxes with the 
people who are trying to save taxes ¢ 

I think regulations should be had by the Government to have busi- 
ness accounting procedures follow Government accounting procedures 
in the interest of the Government, rather than to have Government 
procedures follow business procedures. 

That is about all I have to say. I do not know whether I have ex- 
pressed myself clearly. The last part of my statement has just been 


« 
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an opinion. That is when I started to read from the Secretary’s re- 
lease. Before that I tried to give some facts on the situation. 

That is all I have to say. 

The Cuarrman. Mr. Zelenko, if it is agreeable with you, 1 would 
like to include in the record at this point a copy of the bill introduced 
by you, H. R. 4451, on February 25, which de: i with the repeal of sec- 
tion 462. Is that agreeable with you? 

Mr. Zetenxo. It is agreeable, Mr. Chairman. May I say this: I 
introduced the bill in the hope of correcting this error. I notice in 
the content of the bill submitted by you, sir, that you encompassed more 
than I have encompassed. In view of that, I do not urge the passage 
of my bill, but I prefer to go along with your bill whic hI iiak takes 
ina bit more than mine. I thank you, sir, for mentioning that fact 
in the record of these proceedings. 

The Cuatrman. Without objection, it will be inserted in the record. 
Of course, your bill deals with the repeal of section 462, and the Sec- 
retary has recommended the repeal of that section. But he has also 
recommended the repeal of section 452. 

Of course, the bill introduced by me, and also introduced by our 
friend and colleague, Mr. Reed, follows the recommendations of the 
Secretary of the Treasury. 

(The bill is as follows: ) 


[H. R. 4451, 84th Cong., 1st sess. ] 
A BILL To repeal section 462 of the Internal Revenue Code of 1954 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) section 462 of the Internal Revenue 
Code of 1954 (relating to reserves for estimated expenses, ete.) is hereby repealed. 

(b) The table of sections for subpart C of part II of subchapter E of chapter 
1 of the Internal Revenue Code of 1954 (relating to taxable year for which deduc- 
tions are taken) is hereby amended by striking out 

“Sec. 462 Reserves for estimated expenses, ete.” 

Sec. 2. The amendments made by the first section of this Act shall apply with 
respect to taxable years beginning after December 31, 1953, and ending after 
August 16, 1954. 


The Cuairman. Now, Mr. Zelenko, you addressed two letters to me 
as chairman of the committee. One is dated March 2, 1955, referring 
to your bill, H. R. 4451, and also you addressed a letter to me under 
date of March 7, 1955, dealing with your bill, proposing the repeal 
of section 462. 

If it is agreeable with you, I would like to include those two letters 
in the rec ord at this point. 

Mr. Zetenko. Thank you very much. 

The Cuatrman. Without objection, they will be included. 

(They are as follows :) 


CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., March 2, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

DEAR Mr. CHAIRMAN: I respectfully urge immediate consideration of my bill, 
H. R. 4451. 

It is becoming clearer that section 462 of the Internal Revenue Code of 1954, 
which was urged upon the Congress by the Secretary of the Treasury as a book- 
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keeping adjustment of $47 million which will be recouped in the near future by 
the Government is not being substantiated by the practical effect of the afore- 
mentioned section. 

It is increasingly clear now that the effect of section 462 of the Government’s 
estimates of its budgets instead of imposing an item of $47 million not received 
this year will be, instead, 5 billions which will never be recouped. 

If this section was inserted in order to provide a windfall for certain classes 
of taxpayers, it is discriminatory and should be removed at once. 

If it was inserted as a result of mere miscalculation, then it is clear that the 
effect on the present budget is catastrophic. 

In view of all of the foregoing, which in my humble opinion takes on an aspect 
of a national emergency, I respectively urge immediate consideration of this bill. 

With every good wish, I am, 

Sincerely yours, 
HERBERT ZELENKO, Member of Congress. 


HOUvuSE OF REPRESENTATIVES, 


Washington, D. C., March 7, 1955. 
Hon. JERE CooPER, 


Chairman, Ways and Means Committee, 
New House Office Building, Washington, D. C. 

Dear Mr. CHAIRMAN: Following up my correspondence with you regarding 
my request for the repeal of section 462 of the Internal Revenue Code embodying 
my bill, H. R. 4451, I submit the following information which indicates need for 
an immediate repeal of this section: 

1. A copy of the tetter I received from the Bureau of Labor Statistics (reveal- 
ing that one of the deductible items in section 462 “Vacation pay” amounts to 
between three and four billion dollars). This being but 1 item, it is clear 
that my estimate of a revenue loss of $5 billion is modest. 

2. Labor Department Bulletins 1142 and 1116. 

3. Excerpts from Commerce Clearing House, Inc. (standard reference for 
accounting practice in the United States). This clearly indicates, as urged by 
me, that the Government would never recoup the taxes lost by this section. 
Under this item, I am prepared also to show that Prentice-Hall (another stand- 
ard reference for accounting procedures), corroborates me in every respect 
(Federal Tax Handbook, 1954, New Law Ed., pp. 279 and 280). 

4. For the purpose of the section on estimated expenses the term “estimated 
expenses” means a deduction allowable by this subtitle, part or all of which 
would be, but for this section, required to be taken into account for a subsequent 
year. In order to give you a few examples at this moment, I quote the following 
items which could come under the heading of “Estimated expenses” : 

(a) Freight allowances. 

(b) Return sales. 

(c) Repairs and replacements under guaranties. 

(d) Quantity discounts. 

(e) Vacation pay. 

(f) Legal expenses; pending litigation not yet billed. 

(g) For insured injury and damage claims. 

(ht) Cash discounts on open accounts based on past experience of the per- 
centage of discounts taken. 

(i) Future services under contracts with automobile owners. 

(k) Repurchase of returnable containers sold; liability for unreturned 
bottles and cases. 

(1) Publisher’s reserves for magazines to be returned by distributors. 

(m) Group insurance authorized before policy is issued. 

(n) Future costs of pending tax litigation. 

(0) Salesman’s or other employee’s bonus. 

Under this item, I am prepared to have a number of certified public accountants 
testify that the above are the type of items now being included under section 462. 

Sincerely yours, 
HERBERT ZF.LENKO, Member of Congress. 


_The Cramman. You also forwarded to me some additional mate- 
rial with your letter under date of March 7. I observe there is a copy 
of a letter addressed to you from the Department of Labor, Bureau 
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of Labor Statistics, under date of March 3. Would you like to have 
that included in the record along with the other correspondence 
mentioned ¢ 

Mr. ZeLeENKO. I would appreciate that, sir. 

The CuairMan. Without objection, it is so ordered. 

(It is as follows:) 


UNITED STATES DEPARTMENT OF LABOR, 
BUREAU oF LABOR STATISTICS, 


Washington 25, D. C., March 3, 1955. 
Hon. HERBERT ZELENKO, 


House of Representatives, 
Washington 25, D. C. 


DEAR CONGRESSMAN ZELENKO: This is in response to your request of yesterday 
afternoon to the Department of Labor for information on the number of workers 
receiving vacation benefits or payments and the dollar payment to these workers 
for paid vacations. 

Surveys conducted by the Bureau of Labor Statistics over a period of years 
indicate that the great majority of wage and salary workers employed in non- 
agricultural establishments in private industry receive paid vacations. Typi- 
cally, most workers receive at least 1 week’s vacation after service of 1 year and 
a substantial proportion of workers receive longer vacations, graduated by their 
length of service with the employer. Based upon data available, it is estimated 
that approximately 35 million workers in nonagricultural establishments, ex- 
“luding government, received paid vacations in 1954. 

No precise data exist as to total expenditures by employers for paid vacations. 
Using several different bases of estimation, we believe that total vacation pay- 
ments fell in a range of 3.25 to 4 billion dollars in 1954. 

An indication of the prevalence of paid vacation practices in various sectors 
of American industry is reflected in two types of studies conducted by the Bureau 
of Labor Statistics. The first of these is based upon an analysis of a large 
group of collective-bargaining agreements covering over 5 million workers. This 
survey, based upon agreements in effect in 1952, indicated that 94 percent of the 
workers covered by these agreements received paid vacations. This study is 
included in BLS Bulletin No. 1142, Labor-Management Contract Provisions, 1952, 
which is enclosed for your information. We are also enclosing a copy of BLS 
Bulletin No. 1116, Wages and Related Benefits, 20 Labor Markets, 1952-53, which 
summarizes the results of Bureau wage surveys during late 1952 and early 1953 
in 20 major labor markets. These surveys related to both union and nonunion 
establishments. Vacation practices for office and plant workers are summarized 
in table B—2, beginning on page 26. These tabulations provide data separately 
for manufacturing, public utilities, wholesale trade, retail trade, finance, and 
services. 

I hope that this information will be of assistance to you and if we can be of 
further service, kindly let me know. 

Sincerely yours, 
ARYNEssS JOY WICKENS, 
Acting Commissioner of Labor Statistics. 


The CuHarrman. You also included some other documents that ap- 
pear to be a little voluminous, Labor-Management Contract Provi- 
sions, 1952, and Wage and Related Benefits. I assume that it would 
not be necessary to include those ? 

Mr. ZeLenko. I don’t think so. Those were just to document the 
Department of Labor Statistics. 

The CHarrman. Thank you. Mr. Reed of New York will inquire. 

Mr. Reep. Mr. Zelenko, I congratulate you, sir, upon your interest 
in this matter. I understand that you are a distinguished tax lawyer 
in New York. 

I am going to make this suggestion in view of what has been devel- 
oped here: So far as I can speak for the minority, I think this is a 
matter that ought to be looked into very carefully. I think we should 
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not hurry too rapidly on this matter. I think it would be worthwhile 
to hear from some of the prominent tax people on the problem. They 
might be able to give us a little help, real help, in solving this situation, 
so that it would be satisfactory pads from now on. 

Mr. Mitxts. Would you yield to me at that point, Mr. Reed. I like 
the idea of giving some of these people an opportunity to be heard. 
I wonder if we could hear them Monday and Tuesday of next week. 

The Secretary has pointed out in answer to Mr. Cooper’s statement 
that there are no legal problems if this is not passed by the 15th of 
March. Mr. Cooper states that Mr. Stam has so advised him. If they 
want to be heard Monday and Tuesday, do you think that we could 
hear them perhaps Monday. I do not know how many would want to 
come in. 

Mr. Reep. Personally, I do not want to see them hurried to the point 
where they are not fully prepared to come in and give us the best 
information and advice they have relating to this subject. 

The Cuarrman. Will both of you yield to me a moment ? 

Mr. Rerep. Perhaps I am usurping the chairman’s function, but I 
am trying to cooperate on this. 

The CHairman. I appreciate that very much. I would just like to 
state to the members of the committee that several of our colleagues 
in the House on both sides of the aisle came to me on the floor yesterday, 
and some of them had several telegrams. I recall as I indicated to 
Mr. Jenkins a few moments ago, Mr. Betts of Ohio had several 
telegrams. 

I would think this, and this is just a suggestion because as Mr. 
Doughton used to say, the chairman is the servant of the committee, 
when we finished with Mr. Zelenko, I suggest we adjourn subject to 
the call of the chair, and let me confer with the clerk as to how many 
of these requests have come in, and then get some line on the situation. 

Then, of course, as soon as we think we can reasonably listen to these 
people, we can do so. That would be my thought about it. 

Mr. Rerp. And if we have someone on our side to listen to, that is 
all right, is it not? 

The CHarrman. Surely. 

Mr. Mus. That is entirely satisfactory, Mr. Cooper. I hope it can 
be done sometime during the coming week. 

The CuatrmMan. I am just as anxious as anybody could be to proceed 
properly with this matter. The Secretary brought it to our attention, 
and he has written a letter to the chairman. He has appeared before 
this committee urging the immediate repeal of these two sections of 
the existing law. 

Now, I would want to expedite it as much as we can. But the rea- 
son for us being here today and the reason for the Secretary being 
here yesterday is the fact that a mistake was made last year. I am 
not undertaking to charge anybody with any responsibility or blame. 
But the mistake was made. 

Now, when we go about correcting that mistake, I think it is the 
part of wisdom to try to level on the thing to a reasonable extent and 
try to see if we are doing it right. 

‘Mr. Sumpson. Mr. Chairman, in view of what the chairman has 
stated, it would be well for anyone who is interested to indicate his 
interest to the clerk of the committee, and he could then be considered 
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for a possible future hearing. Is that the purpose and intention of 
your suggestion / 

The CHairman. I would think so. I have not talked to the clerk 
about the matter, but my understanding is that some requests have 
already been received. 

Mr. Stmpson. The clerk is the proper person to whom to make the 
request ¢ : 

The Cuairman. Yes; for people to communicate with. Without 
objection, we will take that course then. 

Any questions of Mr. Zelenko can proceed now. Are there any 
further questions / 

Mr. Simpson of Pennsylvania will inquire. 

Mr. Stmpson. Mr. Zelenko, I appreciate your making this statement 
this morning. However, I believe that your statement with respect 
to the possible revenue loss under section 462 does not take into con- 
sideration the limiting effect of the regulation which has been issued. 

Mr. ZeLeENKO. Let me give you the practical effect of that, sir, if 
[may. I have taken into consideration the regulations, and I think 
the Secretary indicated yesterday that the regulations were of no 
avail, and they could not stop the tide of what has been going on. 

Mr. Suwpson. He did not say that. My question to you is ‘whether 
within the limits of the regulation as drawn, and I am talking about 
the actual regulation and not possible court action, this series of 
items that you have named are not all included ¢ 

Mr. ZELENKO. No; they are all subject to interpretation. 

Mr. Stmpson. Are any of them included within the limits of that 
regulation ¢ 

Mr. ZeLenKo. I do not think any of them could be included in the 
limits of the regulation, because these are items which the accounting 
profession is now taking off according to their lights. 

I must say this, sir: This section ‘lends itself, if it remains on the 
books, and, of course, it may even if it is taken off, to extensive litiga- 
tion. We would always have a question of interpretation of what 
belongs in and what belongs out. Until the Government got the 
money, if it ever got it, the expense of prosecuting these disputes 
would be enormous. It could practically be added as another expense 
on this item. 

Mr. Srmpson. I do not want to eammnenrares what you say. You 

say there may be a revenue loss as high as $5 billion / 

Mr. Zevenko. That is right, sir. 

Mr. Stupson. However, such an estimate is based upon inclusion 
of these items which are clearly barred by the regulation ? 

Mr. Zetenxo. They are not barred. Vacation pay is not. 

Mr. Srurson. I asked you whether the types of expenses which you 
included in your estimate of revenue loss are within the limits of that 

regulation, and I did not refer to possible future court action. 

Mr. Zevenko. I would say, sir, in my opinion and in the opinion 
of accountants who are working on this, that an item like vacation pay 
is not barred by the regulation. 

Mr. Stmpson. You say it is not barred ? 

Mr. Zetenko. It is not barred by the regulation. 

Mr. Smopson. A bit ago I understood you to say that these items 
were all outside the 1 egul: ation. 
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Mr. ZeLtenKo. The items that I read are samplings of what account- 
ants are taking off in the way of future expenses for reserves under 
section 462. Any of the regulations which exist or have been promul- 
gated under that section, in their opinions do not bar them. 

Mr. Stmpson. Are you saying now that irrespective of court action, 
the regulation as drawn permits all of these to be clearly deductible ? 

Mr. Zecenxo. Well, the regulation does not enumerate the sections, 
or does not enumerate the items. But in each particular business there 
are items which I think can be justified by accountants under this 
section. 

Mr. Simpson. And under the regulation also? 

Mr. Zetenxo. And I think under the regulation also. 

Mr. Stupson. You do not think we need court action on the regu- 
lation ? 

Mr. Ze.tenxo. Here is the point: We are going to get it whether 
we want it or not. 

Mr. Srpson. Well, now, we can get around that corner when the 
time comes, but do you think these items are covered by the regula- 
tion? If you do, court action would not be necessary. 

Mr. ZeLenKo. Practically speaking, even if you have a cane 
you get court action, and you get court action on practically every 
regulation in the book. 

Mr. Srtmpson. I know that, but I am trying to see whether your 
estimate of $5 billion is complete, assuming that the regulation will 
be set aside by the court. 

Mr. Zetenxo. I do not follow you. 

Mr. Stmpson. You say we will have the $5 billion loss if the regu- 
lation proves to be valid. 

Mr. Zecenko. If the section remains on the books. 

Mr. Stmeson. And if the regulation is a proper interpretation of 
the section, then you say we would have the $5 billion loss? 

Mr. ZetenKo. Yes; even with the regulation. 

Mr. Stmpson. All right, sir. 

Mr. Mills suggested that I was not clear. If the regulation is sus- 
tained by the court, would you say there would still be a $5 billion 
loss? 

Mr. ZeLENKO. I say so; yes,sir. I say it would be more than $5 bil- 
lion as long as this statute ison. I say the regulation cannot stop the 
effect of the section. 

Mr. Stmpson. I am asking you to assume that the courts sustain 
the regulation. 

Mr. ZeELENKO. You mean the regulations by the Treasury Depart- 
ment under this particular section of the statute? 

Mr. Srmpson. I do. 

Mr. ZeLtEnKo. I say, and I think the Secretary indicated, that the 
regulations would be ineffective. That is why I asked for repeal of it. 

Mr. Suupson. If the court sustains the regulation as it is today— 
you are familiar with it, are you not? 

Mr. ZeLenKo. Yes. 

Mr. Srupson. If the court sustains that regulation, do you still 
say that there would be a $5 billion loss? 

Mr. Zecenxo. I do, sir. I thought my estimate of $5 billion was 
moderate. 
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Mr. Srupson. Do you consider the regulation intended to unreason- 
ably limit the application of section 462 ¢ 

Mr. ZeLtenKo. I do. 

Let me withdraw that. The word “unreasonable” is subject to in- 
terpretation itself. I would state it is an attempt to regulate the 
effect of section 462. 

Mr. Simpson. But it fails, because there would be $5 billion loss 
anyway ? 

Mr. ZeteNKo. I think there would be in any event. 

Mr. Stareson. Now, if section 462 is interpreted as you would like 
to have it interpreted or believe it should be interpreted, what would 
the amount of the loss be? 

Mr. ZeLenxo. I do not like section 462 to be interpreted in any way. 
I wish it did not exist. But it is not a question of whether I like 
it to be interpreted. I say the way I do interpret it, sir, is that there 
will be at least a $5 billion loss. 

Mr. Stimpson. In other words, it would not be any greater if the 
court set the regulation as drawn aside, or if we continued to operate 
under the regulation ? 

Mr. ZetEnKo. I would say this: The regulation, I think, is con- 
ceded to be ineffectual, and whether the court held it proper or not, 
if it is ineffectual, I think that is a tacit admission that it does not 
do any good. 

The Secretary himself said that it was ineffectual. Of course, 
if I may, sir, we have a section of the law, 462, and we realize, and 
when I say “We” I mean the Treasury Department, that it is going 
to have a totally unexpected effect. We then promulgate regula- 
tions, and the regulations are contrary to the intent and letter of 
the law. I would not say contrary to the intent, but let us say they 
tried to limit the scope of the law. 

A taxpayer going into court would surely prevail. He has the 
law on his side and the regulation attempts to limit it. It is con- 
cededly an attempt to limit the effect of something which they realize 
is in existence, and the court will say, “The taxpayer is correct. He 
is correct under the section of the law, and your regulation is in- 
correct.” 

Mr. Suvpson. I am trying to find out whether it does or not, and 
you said the loss would be $5 billion with the regulation. 

Now, I ask you to remove the regulation and ask what would be 
the loss, and you say $5 billion, so the regulation does not limit it? 

Mr. ZeLenKo. Let me put it this way: When the Secretary spoke 
on Sunday, he said $200 million or $300 million. I spoke before 
Sunday, and today, and I say $5 billion. Let us say it is between 
$200 million and $300 million and $5 billion, and I do not want to 
be pinned down to a figure, but I think my figure is more nearly 
correct. 

I think if the Treasury Department continues its investigation and 
continues its sampling, I will go along with what they find if they 
continue it. They will find I am more nearly correct than they are. 

Mr. Srwrson. That is under the regulation ? 

Mr. Zevtenxo. Yes; under the regulation. The Secretary was here 
yesterday and he said, “We haven’t even completed our studies.” 
60303—55——5 
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Now, I assume they did not complete them by Sunday, and with 
incomplete studies he comes up with $200 million or $300 million. 
I say if he completes them he is going to find it nearly $5 billion. 

Of course, now, we are all agreed it should go out, and the question 
is how. We would have loss under it. If it is of interest, I think if 
he continues the study, I will go along with the final result of his 
study. 

Mr. Sixreson. Are you an accountant ? 

Mr. ZELENKO. I am not, sir. 

Mr. Sumpson. You mentioned the second paragraph, where it was 
stated that this is an attempt to adopt good accounting practices in 
the Federal tax system. I understand accountants set aside reserves, 
anticipating expenses for the next year. 

Mr. ZeteNnKo. That is right. 

Mr. Stupson. Do you approve of that? 

Mr. Zeten«Ko. I would like to say this: It is not my province, nor 
is it my idea to approve or disapprove of accountancy practice. The 
thing I object to is this: An accountant legally and properly tries to 
save his client as much money as he can on taxes. He tries to show 
his client where the client stands. 

Now, if we are going to say that we have to follow the accountant’s 
practice, and the accountant’s main idea is to save the client money, 
I say that we are eventually going to get to the point that we are not 
going to collect any tax money at all. 

Mr. Srwpson. Now the question I asked you was where an ac- 
countant, even though he does not save any money, but for good 
accounting practice sets aside a certain amount of money to pay 
accruing expenses the next year—they do that right along, do they 
not? They have done that for years. 

Mr. ZeLenKo. That is right. I do not know whether the account- 
ant would be successful or not but that is his purpose, and we go 
along with it, instead of having him conform to what we want. 

Mr. Srmpson. You are looking at the accountant’s point, and I am 
looking at the administration’s point. He puts the money aside be- 
cause he knows his client will need that money to meet that certain 
expense next year, and he gets no tax concession because he does that. 
He does it for good business management. Do you not approve of 
that? It has been done for years. 

Mr. Zetenxo. If I were a businessman, I would approve of it, but 
being where I am now, I do not approve of it if it has an effect on 
the amount of tax that is going to be collected. 

Mr. Stmpson. I assure you he does not. He sets it aside to handle 
that expense. 

Mr. ZeLENKo. It all depends where you sit as to whether you ap- 
prove of something. I would like to say that I cannot see why a man 
who operates on a cash receipt basis cannot do the same thing. If it 
is fair for one, why not for the other? Suppose a wage earner comes 
along and he says, “I earned $6,000 last year, and I had $3,000 worth 
of expenses, repairs to my car and everything else. Now, next year 
I expect to have the same thing.” 

It is easier for the Government there to follow him than it is to 
follow the maze of books and figures that accountants set up, but he 
does not get that break. . 
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Now, I am not arguing from one side to the other. I am saying 

what is fair to one is fair to another, but it is getting to the point 
where you have machines doing the work of accountants, where you 
have 90 sets of books, where you have 100 different ways of writing 
losses off or showing profits. 

Then I say it is time for the Government to say, “Look, this is the 
way you do it, and we want to collect the tax, and now you collect tax 
on income.” 

If you have a loss you do not pay tax, and if the accountant shows a 
loss there is no tax. He shows it by bookkeeping. We say we are 
going to go along with it. ‘That is what the Treasury Department 
says. 

I disagree with that, sir. 

Mr. Sumpson. I know this is very clear to you, but it is confusing 
to me. What I asked you was this: If a man has his income in a 
given year and he sees fit on the advice of his accountant to put a part 
of that money aside to pay certain expenses next year, he saves no 
tax by doing that. Is that not good practice? 

Mr. ZeLENKO. When he puts a part of his money aside in what he 
calls reserve, that is called a liability, from what little I know. That 
is what these tax services mean when they say, “Liability means you 
owe it.” If you owe it, you are not as strong as you are supposed to 
be. If you owe it, then since it is a liability, you do not have to pay 
tax. 

Mr. Suveson. They have been doing that for years, have they not? 

Mr. ZeLenko. If they put that aside in what I would call legally a 
trust reserve so that they could not touch it unless for a certain pur- 
0se, maybe you could rectify it. But they just call it reserve in the 
boul and nobody knows what happens to the money. 

I heard here yesterday that some of that money was used for a lot 
of things. But they were not saving it to pay what they said they 
were going to do later on. I do not remember exactly, but I heard it 
here. It was read right off corporation statements. 

Mr. Stupson. But without section 462, they do not save any money 
by doing that, and it is done for good business practices, is it not ? 

Mr. ZetenKo. You say “good business practices.” I agree with 
good business practices. 

Mr. Stmeson. Do you disagree with the accountants ? 

Mr. ZELENKO. No; I do not disagree with them. The only stand I 
take is this: An accountant legally and properly can do everyone of 
these things, and they have been doing them for years, and good 
accounting practice is to save your client money legally and properly 
to show that he is running a business at a profit. 

If he does not do that, they go out and get another accountant. 
If he does it, one of the things that will help him show his client what 
a good accountant he is is the amount of tax money that he can save 
legally and properly. If he can do it by bookkeeping, that is the 
best way to do it. Nobody gets in trouble. If the Government goes 
along with it, that is all right. 

Now, the Government says from what I read in the Secretary of the 
Treasury’s statement, “We are going to go along with it, too.” 

Mr. Stmpson. The accountant cannot save him any money unless 
the Government does go along. 
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Mr. ZeLenKo. And the Secretary of the Treasury says he believes 
that is the right thing todo. He said it, and I heard it. 

Mr. Srupson. And you do not believe it? 

Mr. ZeLENKO. I do not think it is good for the Government. It may 
be good for business. Now, from where I sit I would like to get as 
much tax money in as properly can be gotten in, without imposing 
additional taxes on anybody. 

Mr. Srmpson. But the point we are discussing 

Mr. Zetenxo. If I were a businessman, I would go along with the 
Secretary of the Treasury. I would think he is the greatest man 
who ever sat in that seat. 

Mr. Srwpson. Even when he wants to repeal it? 

Mr. ZELENKO. Sometimes the business practice gets so complicated 
you are liable to find yourself out of business either by law or compe- 
tition or some place else. Public opinion may be the reason. 

Mr. Stmpson. Do I understand that you would not approve then 
of the Government adopting this good business principle now or at 
any time in the future? 

Mr. ZetenKo. I am in favor of the Government adopting good 
Government principles first, and business principles second. 

Mr. Stmpson. But the Government does not allow them or cannot 
do it the way you are talking about now. 

Mr. Zetenxo. If the Government cannot do it, it means that either 
the people working on behalf of the Government are not able to keep 
up with these new complicated procedures or have practically given 
up the idea of doing it, or are conceding that they are right, instead 
of saying, “Let us eall a halt here. You do it our way.” 

I think that is the way it should be done, and I am going to come 
back again, sir, to the little man who makes $5,000 a year, and paid 
out $2,000 in expenses last year. Next year he cannot do that and 
take it off his income tax this year. Of course he does not have a com- 
plicated system of bookkeeping. He does it pure and simple, and he 
does not get any advantage of it. But if he gets complicated enough, 
then I guess they go along with him and say, “We had better follow 
you. We will rely on your honesty and patriotism to give us what 
you think is right.” 

When the Secretary says, “We have to conform our accounting to 
theirs.” I say underneath, that is the basis of it. I attribute no mo- 
tives which are not patriotic. I say it is a surrender and a concession. 

Mr. Stmpson. Your fight is with the accountants then, is it not? 

Mr. ZeLENKO. No, sir; more power to them. If we are not more 
powerful than the accountants or business, I say let them be the 
Government and we will be business. 

Mr. Srwrson. You apparently do not think the accountants know 
‘ how to advise business? 

Mr. Zetenxo. I sure do. They advise them so well that the Gov- 
ernment wants to go along with their advice now. 

Mr. Srmpson. But they have been doing it for years when there 
was no tax advantage? . 

Mr. ZeLENKO. The fact that they have been doing it for years does | 
not mean it is helpful to the Government. It is helpful to business. 

Mr. Srvpson. That is the accountants’ recommendation, and they | 
have been doing it for years. Now, Uncle Sam thinks that is a pretty 
good way to encourage business and good accounting practices. 
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Mr. ZELENKO. You may encourage business to the extent where you 
may be absorbed by the business, sir. 

Mr. Srpson. You would like to have the accountants go back to the 
old method 

Mr. ZeLENKo. [am sorry for interrupting you, sir. 

Mr. Srueson. Would you suggest that the accountants no longer set 
up reserves ¢ 

Mr. ZeLenko. No. I would suggest that the Government make some 
regulations whereby business accounting conforms to Government ac- 
counting, if there are two such separate things. 

But when I read that for tax purposes books are set up one way, 
and for business purposes another way, and all legitimately, then it 
sort of rubs me the wrong way. If you set up something for busi- 
ness, you want to get as much as you can properly and legally. 

Mr. Srarpson. The accountants set the books up, and so I repeat that 
you are scrapping with the accountants. 

Mr. ZeLenko. I am not, sir, I am now just giving my opinion on 
what I think the Treasury ’ Department has done, and what the Treas- 
ury Department is attempting to do, 

Mr. Simpson. I think we need some more hearings on this subject. 

Mr. ZeLenko. I do not know if I read it right. They want to con- 
form the Government accounting to business accounting, and business 
accounting is just wonderful for business, but it may not be so good 
for the Government. 

So let us try to see if we can reverse that procedure and have busi- 
ness accounting conform to Government accounting, and maybe we 
will get a lot more money in. And the little cash-receipts boy can get 
a little break and we may not have a deficit if we do that. 

Mr. Simpson. Thank you. 

The Cuatrman. Mr, Mills, of Arkansas, will inquire. 

Mr. Minis. Mr. Zelenko, just in order to fully and completely un- 
derstand your own position, following the interrogation by Mr. Simp- 
son, let me see if I understand you. You have no quarrel with any 
good business practice of accounting which suggests or requires the 
setting aside of reserves out of the profit of the business in anticipa- 
tion of some future liability, do you? 

Mr. ZeLtenko. That is correct, sir. 

Mr. Mitts. You do object, however, to the Government conforming 
its tax-collection procedures to those bookkeeping procedures of 
business ? 

Mr. ZetenKo. I do, sir. 

Mr. Mitts. For the reason that the conforming by Government of 
its tax-collecting procedures to those business procedures means the 
Government per rmits these reserves to be set aside out of gross rather 
than net profit after taxes ? 

Mr. ZetenkKo. That is correct. 

Mr. Mitts. That is the whole point? 

Mr. ZeLtenKo. That is correct, sir. 

I would like to add this, sir, that any good accountant, of course, 
would do what I indicated before he would do, properly and legally 
save his client money taxwise or otherwise. 

Now, if that is his main purpose, and the Treasury Department says, 
“We are going to go along with his way of keeping score,” somewhere 
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along the line we are going to find ourselves getting less and less 
money. 

We have to have them conform to our methods. You were ey 
right, Mr. Mills, when you gave my general idea on the subject. 
have no quarrel with accountants at all. It is with the Treasury 
Department surrendering to what they feel is good business practice, 
which I say is not good Government practice. 

Tax collecting is one thing, and keeping business books is another. 
If we are going to say we are going to collect taxes on the way business 
keeps its books, we are going to get less and less money in, and even- 
tually we will have nothing but a deficit. We will be absorbed by 
business, 

Mr. Mus. On the other hand, Mr. Simpson, I think, is right in his 
observation, or at least the import of his observation, as I understood 
it, that accountants and businessmen are not to be criticized for 
following these good business practices that have existed for years 
of setting aside out of profits, after taxes, reserves to take care of 
contingent liabilities. 

Mr. Zetenxo. I say they are to be commended, sir, but it does not 
do the Government any good if we are going to adapt our tax-collec- 
tion procedure to the business procedure. 

Mr. Mitts. But so long as we do not have sections 462 and 452, 
and we do not conform tax-collection procedures to these business 
procedures, the accountants have not saved any money for their 
clients? 

Mr. ZetenKo. Not any more, yes. I want to indicate one thing, 
and I will be very brief about it. 

When the Secretary said yesterday that he thought it was a good 
idea to conform tax-collection procedures to business procedures, I 
thought I indicated that I did not agree with him and I did not think 
that was a proper policy. 

If you follow it down to the end, we will never collect any money. 
I thought there should be some tax regulations, or some sections of 
the law which call a halt to some good business procedures. 

The way things exist now, accountants are doing nothing wrong, 
and they are doing a good thing for their clients because the law 
permits them to, and they should. But we should not give up our 
prerogative, or our right to set the regulation. 

We should not conform if we feel perhaps the conformation will 
cause us a loss. 

Mr. Miuus. Mr. Zelenko, as I recall, the committee accepted this 
proposition last year on the basis that it was only conforming the 
tax-accounting procedures with business-accounting procedures, and 
that was done for simplification purposes. 

As a result, the loss in revenue would be rather negligible compared 
to total revenues. 

Now, it seems upon further examination of the proposition that 
there are more characteristics of the two sections than merely con- 
forming tax-accounting procedures with business-accounting proce- 
dures. Do you agree? 

Mr. Zeten«Ko. I agree, sir, and I would like to elaborate, if I may. 

The mere fact that even according to the Secretary’s original figures, 
the Government had to lose $47 million because it had to adjust or 
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wanted to adjust to business procedures, emphasizes, I think, what I 
said before. 

That is that business procedure, accountingwise, has become so 
complicated that the Government must adjust itself to business pro- 
cedures instead of business procedures adjusting themselves to 
Government. 

The CuHarrman. Mr. Mason of Illinois will inquire. 

Mr. Mason. Mr. Zelenko, you say from where you sit now you have 
perhaps a different attitude than from where you sat a year or two ago 
as a tax lawyer. 

Mr. ZeLENKO. I am not a tax lawyer, sir. I am just a plain lawyer. 

Mr. Mason. As a Member of Congress, myself, am I now supposed 
to be a partisan of the Government and the Treasury, or am I supposed 
to be a partisan of American industry or business and look after their 
interests in this game? Or am I supposed to be an impartial judge as 
between the Government’s interests and the interests of business in 
trying to protect itself from an overreaching Government in tax 
desires ? 

What I want to know is this: Why does my nature change when I am 
elected to Congress? Am I as a Member of Congress to be a partisan 
of the Government, or to be a partisan of business? Am I not rather 
to be an impartial judge as between the two conflicting interests? I 
want to try to get your angle on this. From what you said, I gathered 
that now you are a Member of Congress, it is your main business to 
protect the Government and the Treasury against even good business 
practices, 

Mr. ZELENKO. May I answer your question, sir. 

Mr. Mason. I want to get your reaction. 

Mr. ZetenKo. It is my attempt to protect the Government not 
against good business practice, but against anything which might be 
harmful to the Government, whether it is business practice or any- 
thing else. 

I say, sir, that when you were elected to Congress, or when any 
other person is elected to any public office, he then must change in a 
way. He cannot take with him his background of partisanship, for 
we are all partisan to one thing or another. He must then put him- 
self in the position of protecting the government, whether it be local 
or national, against encroachment and against attack of any type, 
whether it be business or anyone else. 

So my position, sir, is an attempt to protect the Government against 
what I feel would be harmful to the Government, and not against 
business as such. 

Mr. Mason. Then, Mr. Zelenko, according to your attitude, I will 
have to confess that for more than 30 years I have had a mistaken 
attitude toward my responsibility as a representative of the people 
as well as a representative of the Government. I have tried to be in 
my way as impartial as possible as between the conflicting interest of 
the government, whether it was State or local, and I have served 
in both capacities, or whether it is Federal, and the conflicting interests 
of the people, either of the community or the State, or the Nation. I 
doubt that at my age, and after some thirty-odd years, that I am go- 
ing to change from being an impartial representative trying to re- 
solve the ene sn | interest of the Government and the people to 
some sane and sensible program. 
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Mr. ZeLENKo. Well, sir, I profess to believe that you are doing your 
auty as you see it, and if you say you have been mistaken, I cannot 
quarrel with it, nor do I know enough about it to say. 

Mr. Mason. I only say I have been mistaken in the way you inter- 
pret my job. It is not from my interpretation of it. That is all, Mr. 
Chairman. 

The Cuarrman. Are there any further questions ? 

Mr. McCarthy of Minnesota will inquire. 

Mr. McCarruy. Mr. Zelenko, I think that you have made a good 
case for the incumbents, and I think you understand what it is to be 
a representative in democratic government, even though it may 
disturb Mr. Mason some. 

Mr. ZeLtenxko. I may never understand it. I shall hope to try to 
understand it. 

Mr. McCarruy. I would like to discuss with you the matter of this 
reserve procedure. As I read section 462, and as I have seen it in- 
terpreted, a point is made that these expenses for which reserves are 
to be set up must be related to income for the year or for a prior 
year in which the election was in effect. 

The estimate is considered reasonable if based on reliable data or 
statistical experience of the taxpayer or of a similar business. How- 
ever, deductions will not be permitted for reserves for contingencies, 
indefinite future losses, or amounts in litigation. 

Does it not seem to you that we have in a sense preverted the 
whole procedure of setting up reserves? Originally the reserve was 
set up in anticipation of an expense which was uncertain and which 
was unpredictable, but the proposition we have now is to set up a 
reserve for the expenses which are predictable and which would nor- 
mally be paid for out of the current income of the company. 

In a sense you are allowing the corporation to take a deduction this 
year for an expense which it knows it is going to have to pay next 
year, and from which it should anticipate and conduct its business 
so as to develop sufficient income to pay that expense. 

Now, it may be very practical for business to anticipate that they 
have all of their expenses for next year paid already, and we would 
all like to operate on that basis. But the point is that the reserve 
ordinarily should be allowed in anticipation of an unusual expense. 

Traditionally, I think, or at least in the beginning, in common prac- 
tice that was the nature of the reserve. We have come to a point 
now where we are setting up the reserve or permitting it to be set u 
for a known expenditure and we are not permitting them to set it 
up for what may be unknown. 

Mr. ZeLtenKo. Let me say this, sir, that we all agree that the section 
is confusing enough to cause great losses to the Government on the 
money we expect in. Now, we are attempting to conform to a prac- 
tice by this section which I say is so complicated that it lends itself 
to many interpretations. Yours is one of them, sir, when we use the 
word “predictable”. The practical translation is “guessable,” and if 
we have guessable we go into the courts eventually to decide it. 

But certain things we are not guessing about. We all agree that 
one way or another we have to take this out. 

Coming back to my original idea, this is an attempt as part of the 
general policy of the Treasury Department to conform the Treasury’s 
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method of collecting to business procedures. I say it cannot be done, 
and is should not be done. You are right, sir. Your interpretation 
is a correct one, and one of the correct ones. 

Mr. McCarrny. If the state of our economy and the state of the 
Federal budget were such that we could allow everybody to anticipate 
his expenses for the next year, that would be a very good thing, and 
we would put everyone in a better financial position. 

Mr. ZELENKO. Except the Government. 

Mr. McCarruy. I say if the fiscal conditions of the Government 
were such that we could do that. In a sense it just forgives everyone 
about half of their taxes. Instead of paying half of your taxes this 
year, you can put it in reserve for next year. 

Mr. Zetenko. Well, as to the fiseal condition of the Government, if 
it had such a condition, it would only exist for the first year while 
that was in existence, and then it would have no condition. 

Mr. McCarrny. So we are in a situation here in which some busi- 
nesses can take advantage of this provision and other businesses cannot 
take advantage of it. 

Now, as I recall, the testimony of the Secretary of the Treasury 
yesterday was that he said permission to set up reserves has been in 
effect since 1947. He indicated that intelligent businessmen had 
already begun to take advantage of that proposal in the law. Is it 
your opinion that we should have a comprehensive study to see to 
what extent business has taken advantage of this, and which businesses 
have taken advantage of it over the years, and what businesses have 
not taken advantage of it? Ever since that has been in effect, we can 
assume that certain businesses have set up these reserves and in doing 
so have escaped or have avoided or at least have not been required to 
pay the same amount of taxes as other businesses which have not taken 
advantage of the reserves. 

Mr. ZetenKo. That is exactly so. I think that was one of the 
reasons for injecting that section in this law. There was so much 
beefing from parts of business that they could not do it, or weren’t 
able to successfully show it that I think it was written in to help 
them all. 

Mr. McCartny. So that we might consider the possibility of putting 
into effect a law which is retroactive back to 1947 ? 

Mr. ZeLtenKO. May I say this: There were so many free passes given 
out, and so many people wanting to go in, that they finally opened the 
door and said, “Everybody can come in,” and that in section 462. I 
do not blame them. It is a good show. 

Mr. McCarrny. It is one way of getting out of difficulty. But what 
about the proposition of the w isdom of the committee looking into this 
proposition back to 1947, at least? 

Mr. Zetenxo. I think, sir 

Mr. McCartruy. And considering that if we are going to have equity 
in the administration of this reserve provision, that we ought to have it 
retroactive back to 1947? 

Mr. ZeLenxKo. I do not know whether we could or we could not, but I 
think it might be worth while to look into it. If it is looked into, 
perhaps we can find other sources of revenue without hurting business, 
and without hurting the income of business, and perhaps get some 
idea on what bookkeeping is taxwise and businesswise, and possibly get 
them together or closer that way. 





66 PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 


Mr. McCarrny. You say it is not necessarily true that what is good 
for General Motors is good for the Government ? 

Mr. ZetenKo. I do not know about General Motors. I have one of 
their products, but I do not profess to know all about the company. I 
neal say that perhaps it might be worth while just to look into it 
from the Government’s standpoint. If we are going to get together 
with business in a way that will not be too complicated to collect the 
taxes, perhaps it might even help business. 

We may be having them do things that perhaps might be harmful 
to them. By getting together we might straighten out procedures 
altogether so that a body will know, if he reads No. 2, it means 2, and 
it does not mean 7 and it does not mean 1. If you look at the figures 
in corporation statements, it is a question whether No. 2 means No. 1 
or means 7. 

Mr. McCartruy. You would support action by the Government to 
make a reasonable combination of business practices and business 
accounting, but certainly not to support business policy and account- 
ing policy with Government procedures? 

Mr. Zetenxo. Yes. 

Mr. McCarruy. That is all of the questions I have. 

The Cuatrman. Mr. Byrnes, of Wisconsin, will inquire. 

Mr. Brynegs. I am in hearty accord with the proposal to repeal or 
certainly change the two sections covered by this bill. There is no 
disagreement between us on that particular point. 

I have found, however, some of the questioning here today as to 
the philosophy of accountancy and bookkeeping of considerable inter- 
est, and particularly your position with respect to them. 

Are you recommending that the committee change the law even 
further so as to not recognize the accrual basis of bookkeeping ? 

Mr. ZELENKO. No, sir; that is not it at all. 

Mr. Byrnes. You are perfectly willing to tax a person on money 
that has not been realized and has not been received, but you are not 
willing to recognize any responsibility for permitting that person to 
deduct expenses that are put in that same position ? 

Mr. Zetenxo. That is not so at all, sir. That is not my idea. 

Mr. Byrnes. Well, we recognize the accrual basis because it is good 
business practice. It is the basis on which some companies keep their 
books and the accounting profession recognizes it as a legitimate and 
honest way of keeping records. 

What is your objection to the accrual basis? 

Mr. ZeLeN«KoO. I have no objection to it at all. 

Mr. Byrnes. In that case the Government is conforming to a busi- 
ness practice. 

Mr. ZeLeNKO. May I indicate, sir, that I think one of ‘the oldest 
conflicts known to humankind is the conflict between the tax collector 
and the tax collectee. 

Mr. Byrnes. Is there any conflict, though, between accurately re- 
flecting the true status of income of an individual or a corporation? 

Mr. ZetenKo. Well, that is a question, sir. What is the true state 
of income? 

Mr. Byrnes. Is that not really one of the purposes and the objec- 
tives of the accounting profession ? 

Mr. ZetenKo. One of the purposes. 

Mr. Byrnes. Is that not the primary purpose? 
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Mr. ZetenKo. The primary purpose is to reflect the income. 

Mr. Byrnes. To show what the business is doing by way of income 
and expenditures and liabilities and assets. 

Mr. ZeLeNKO. That is what I said, sir. I said it before. 

Mr. Byrnes. I understood you said the purpose of accountants 
generally was to try and reel: proper payment of taxes? 

Mr. ZetenNxKo. I did not say that. I said that the purpose of an 
accountant was to legally and properly save his client as much as he 
could in the way of taxes. I did not say, sir, that it was to avoid the 
proper payment of taxes. I thought I made that clear 4 or 5 times. If 
the law allows him, he should do it. 

Mr. Byrnes. I had received the impression from your testimony 
that really what accountants were doing was trying to set up ficti- 
tious books and records so as to avoid the payment of liability to the 
Government. 

Mr. ZeLENKO. Well, sir, I may be a left-handed speaker, and that 
is why all of my remarks on what I thought the purpose to be would 
go to this side. But I want to correct the impression on the right side 
now, and that is this: I said that accountants are doing whatever is 
legal and proper, but fundamentally whatever is legal and proper 
they want to do for their clients, and if they can legally and properly 
save their clients payment of taxes, they should do it, and they are 
doing it. 

But if that is their philosophy, to save taxes, which means to give 
the Government as little as possible allowed by the law, and the Gov- 
ernment goes along with that philosophy, eventually you are going 
te collect no money. 

I want it stated again, sir, I did not in any way say either by thought 
or by word that accountants were doing anything improper to avoid 
the payment of taxes. If I gave that impression, sir, I hope it is 
cleared now. Is it? 

Mr. Byrnes. Well, conforming tax accountants—— 

Mr, Zetenxo. Is it? 

Mr. Byrnes. I am not a witness here. 

a ZELENKO. Have I answered what you thought was my impres- 
sion 

Mr. Byrnes. No. 

Mr. ZeLten«Ko. Shall I explain it again, sir? 

Mr. Byrnes. I will ask you another question. 

Mr. ZeLENKO. I would like to answer that one, because I do not want 
anyone to have an impression that I say that accountants are doing 
anything illegal as a profession to avoid the payment of taxes. That 
may be your impression, sir, but you did not get it from me. 

Mr. Byrnes. All of the impressions I have with respect to these 
questions I am asking are ones that I have received from your testi- 
mony. 

Mr. Zetenxo. Sir, I do not mean to get excited, but I will walk up 
a little closer if you think 1 could explain it better. Maybe the dis- 
tance prevents me from giving you what I think is my idea. I repeat 
it again. 

Mr. Byrnes. Nobody, Mr. Zelenko, is complaining about the volume 
of your voice or the amount of it. I am trying to get your philosophy 
here with respect to general principle that you expressed, that Gov- 
ernment tax accounting should not conform as much as possible with 
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good business accounting practices, and that is what I am trying to 
get at. 

Mr. ZELENKO. It is because, sir, you have the age-old conflict which 
will continue forever between the tax collector and the tax collectee, 
both doing what they think is legal and proper. One is to get as much 
money as he can under the law, and that. does not mean, sir, I do not 
want any impression that I want more taxes. I am talking as they 
exist. One is trying to get as much as is legally possible, and the other 
one is trying to pay as little as he legally feels he should. That is the 
conflict and you will never resolve it. 

Mr. Byrnes. Let me ask you a very simple question which may 
resolve this thing: If no revenue is involved, then certainly should 
not Government practices tend to conform or try to conform with 
good business and good accounting practice? 

Mr. ZeLenKo. Where “no” revenue or “new” revenue ? 

Mr. Byrnes. Where “no” revenue is involved ? 

Mr. ZetenKo. Where no revenue is involved, I am wasting my time 
and the time of the committee. We are talking about money. 

Mr. Byrnes. I am asking you a question on the extent to which the 
Government should try to conform to good business practices. Now, 
it is a simple question, and I will repeat it. 

If no revenue is involved, then should not the Government practice 
and the tax practice try to conform to good business and good aecount- 
ing practice? 

Mr. ZetenKo. Well, if no revenue were involved, you would not 
only have no good business practice, you would not have any practice 
at all, business or Government, and I cannot answer that question that 
way. 

Let us talk about where revenue is involved. 

Mr. Byrnes. If the gentleman cannot answer that simple question, 
certainly he is not in a position to answer in other fields. That is all, 
Mr. Chairman. 

Mr. ZetenKo. The question is simple, but I profess I do not under- 
stand it. 

The Cuarmman. Mr. Kean of New Jersey will inquire. 

Mr. Kran. Mr. Zelenko, when you were talking with Mr. McCarthy, 
you mentioned certain reserves that were allowed to be set up after 
1947. You said that these allowed the door to be opened, and that 
now perhaps this was an attempt to open the door to everybody. 
What were those reserves? Were they in the law, or was there a law 
passed at that time to add new reserves in 1947? I do not remember 
any. 

Mr. Zetenxo. Not to add a. 

Mr. Kran. What are you talking about? 

Mr. Zetenxo. There was no particular law put into the books to 
add new reserves, but as a matter of accounting practices some great 
companies or large companies have done it. 

Mr. Kran. Under the old law, or was there something new? 

Mr. ZritenKo. They did it under the old law. 

Mr. Kran. There is nothing that the Congress did in 1947. You 
seemed to indicate, or certainly that was the impression you gave 
to me, that we in 1947 opened the door and that as this door was open, 
the reason for this section was to give everybody else the same fine shot 
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at these reserves. It was definitely the impression you gave and was 
contrary to fact. 

Mr. Ze.enxo. It was not contrary to fact, as to what happened. 

Mr. Kean. What happened in 1947 that opened these doors? What 
happened ? 

Mr. ZeLENKO. What happened to what, sir? 

Mr. Kran. In 1947, you said that the door was opened in 1947? 

Mr. ZeLenKo. I did not say it. Mr. McCarthy said it, and I agree 
with him. 

Mr. McCarruy. I quoted the Secretary of the Treasury saying this 
was opened in 1947. 

Mr. ZetenKko. That is where I got it. 

Mr. Kran. That is what I want to know. I am inquiring because 
I want information. 

Mr. McCarruy. You can call the Secretary back. That was his 
statement yesterday. 

Mr. ZetenkoO. That is what he said. 

Mr. Kean. What was it? 

Mr. McCarruy. The Secretary of the Treasury said it was opened 
in 1947. 

Mr. Kean. Will you tell me what it was? 

Mr. McCarruy. That was hisstatement. I do not know what it was. 

Mr. Kran. You are saying that the door was opened because the 
Secretary of the Treasury said so, and you do not know what he was 
talking about. 

Mr. McCarrny. That is reasonably good authority in most cases 
when you are discussing a tax matter, is it not? Do you wish to 
repudiate the Secretary of the Treasury ? 

Mr. Kean. You do not know what you are talking about then? 

Mr. McCarruy. I know as much as the Secretary of the Treasury 
knows, and he is supposed to be the best man in the Eisenhower 
Cabinet. 

As my friend said, “In the country where all are blind, the one-eyed 
man is king.” 

Mr. Kran. What did they do? I am asking the witness what they 
did, and he comes here as an expert. What did they do in 1947 to 
open this door ¢ 

Mr. ZELENKO. May I correct you, sir, most respectfully. I do not 
come here as an expert. I come here as a colleague interested with 
you in doing what is best for the Government, and I think that the 
administration and yourselves and I agree that what is best for the 
Government is to get these two onerous sections out of the law and 
get them out in a hurry. I do not profess to be an expert. I only 
read, sir, what is in the statute books. 4 

Mr. Kean. I am 100 percent in favor of that, and I am ready to 
vote on it right now. 

Mr. ZELENKO. Some of the stuff I read I didn’t like. That is why 
I brought it up. ' 

Mr. Kran. I still want to know what this door was that was opened 
in 1947. You and Mr. McCarthy were making remarks about the 
fact that the door was being opened, and that now this was an attempt 
last year to open the door further, and so everybody would get a 
share of the gravy. That was the intimation both of you made. 
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Mr. McCartuy. Will the gentleman yield? The gentleman was 
here, and he was here on the committee in 1947. 

Rag Kean. That is why it disturbs me when you make a remark 
ike that. 

Mr. McCarruy. I was not. I understand that the Secretary of the 
Treasury had reference to a ruling in the Treasury Department, which 
must have been based upon something in the law with regard to the 
case he made. 

Mr. Kean. What is that? 

Mr. McCartrny. Vacation pay, and allowing it also to be entered as 
a reserve. That is in anticipation of the expenditures for vacation 
pay in the next fiscal year. 

Mr. Kran. That was a ruling made then by the Truman ad- 
ministration ? 

Mr. McCarrny. A ruling currently made under the Truman admin- 
istration on the basis of the laws on the statutes. 

Mr. Kean. With reference to vacation pay, was that a wrong ruling? 

Mr. McCarrny. I assume it was made during the Republican 80th 
Congress and you must have stood quietly by while it happened. 

Mr. Kean. Unfortunately, the Republican 80th Congress at that 
time did not control the Treasury. 

Mr. McCartuy. They controlled the Congress. 

Mr. Kran. But not the people who made the ruling? 

Mr. McCartuy. They could have done what we are doing today. 

The Cuarrman. Are there any further questions. 

Mr. Stmpson. Yes, Mr. Chairman. 

The CHarrman. Mr. Simpson of Pennsylvania will inquire. 

Mr. Srmupson. Well, changing this section 462 does not affect that 
ruling at all, of 1947, does it? 

Mr. Mus. Would you yield to me, Mr. Simpson, at that point, just 
for clarification ? 

Mr. Stmpson. I will always yield to you. 

Mr. Mitts. I do not know whether the witness is informed on that 
point at all. He seemed to hesitate just a moment. 

Mr. Srmpson. I can understand that. 

Mr. Mitts. I think the situation is this: In 1947 the Treasury issued 
a ruling which did permit the establishment of reserves in the case 
of vacation pay. Court decisions followed the establishment of that 
ruling, and some court decisions were reached against the regulation. 
The ruling may not have had actual validity in law. 

On January 1, approximately, 1955, the entire ruling was with- 
drawn by the Treasury, because of the decisions of the court. 

Mr. Kean. Then it was not anything dreadful done by the Republi- 
can 80th Congress as has been intimated ? 

Mr. Mus. I would not criticize anybody for having done that. 

Mr. Stmpson. The effect of withdrawing the regulation, Mr. Mills, 
would be or can be adverse to the vacation pay, especially to the labor 
unions’ contracts with the employers. 

Section 462 would have taken care of that. That is all. 

Mr. ZeLtenxo. That is not so, sir. 

Mr. Srwpson. All right, sir. 

Mr. Zevenxo. That is not so, sir, and I do not think it would affect 
the contracts at all. Section 462 would enable the company to take 
off this year what it said it would have to pay in vacation pay, but they 
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would have to pay the vacation pay under the union contract in any 
event. 

Mr. Stmpson. The companies had the right under the regulation 
which has now been withdrawn, as Mr. Mills said, to anticipate certain 
expenses of vacation pay in the succeeding year, and deduct them in 
the preceding year ? 

Mr. ZeLenKO. That was 1 year at a time. 

Mr. Simpson. Now, if I may proceed, section 462, if it remained the 
law, would, I think, permit them to continue irrespective of the with- 
drawal of that regulation, to charge that certain expense on account 
of vacation pay. When we repeal section 462, they won’t either by 
regulation or by section 462 have the right to do that. 

Mr. ZevtenKo. Well, I would prefer, sir, if you would permit me, 
because I am talking extemporaneously, and I cannot say with total 
coherence, to submit to you and to the committee my written opinion 
or my answer to your question. 

Mr. Srupson. You, of course, may do that, and I did not ask a 
question at the end. I was giving my opinion, which I repeat, that 
if we repeal section 462, the commissioner having already withdrawn 
the regulation on vacation pay, there then is no way by which the 
company can set up a reserve on behalf of vacation pay. 

Mr. ZELENKO. Well, suppose the company did or did not. What 
difference would it make, as far as that is concerned ? 

I withdraw that. 

You say, how will the company be permitted todo something. That 
is a question of whether they were permitted to do something in the 
way of accounting practice. That is the substance of your question, 
is it, sir? 

Mr. Stmpson. I simply say that there will be no way they can do it. 
If they have been doing it in the past under the sondletitens now they 
won't be able to. 

Mr. ZetenKO. I would ask, Why should they be able to do it ? 

Mr. Simpson. You are asking me a question, and I do not know. Il 
think it is conducive to good practice in that it encourages the spread 
of vacation privileges and pay to workers. That is the circumstances 
under which they have a better chance of getting it if the company is 
allowed to anticipate the expense. 

Mr. Zetenko. Of course that question, sir, would make it look as 
if I were against workers getting vacation pay and making it diffi- 
cult for them to get it. 

Mr. Srmpson. You asked me the question, sir. 

Mr. Zetenko. Lamsorry. But I would say this, sir 

Mr. Stmpson. I avoided that inference, or I did not want to make it. 

Mr. ZetENKo. I would say this, sir, and I want to just say in con- 
clusion that my remarks on the Secretary’s statement were on the 
general philosophy of it and not alluding to any particular type of 
practice. I did not feel that the Government should subordinate itself 
to accounting practice. 

The Cuarrman. Are there any further questions? If not, we thank 
you, Mr. Zelenko, for your appearance and the information given the 
committee. We appreciate your presence. 

Mr. Mints. Mr. Cieetiaian, I just wanted to ask Mr. Williams, the 
Assistant Secretary of the Treasury a question or two for purposes 
of clarification on the bill itself. 
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STATEMENTS OF LAURENS WILLIAMS, ASSISTANT TO THE SECRE- 
TARY OF THE TREASURY; AND ROBERT A. KAGAN, ATTORNEY 
IN THE TREASURY DEPARTMENT, AND MEMBER OF THE LEGAL 
ADVISORY STAFF, DEPARTMENT OF THE TREASURY 


Mr. Witu1ams. I am Laurens Williams, assistant to the Secretary 
of the Treasury. 

Mr. Mits. Mr. Williams, as I understand the way the bill H. R. 
4725, and the companion bill are both drawn at the present time, the 
penalties and interest in existing law might well be assessed in cases 
where reserves have already been set aside and reduction in taxes have 
occurred under sections 452 and 462. Is that right? 

Mr. WitiiaMs. There is a possibility of that, sir; yes, sir. 

Mr. Mirus. Deficiencies and things of that sort might have to bear 
interest ¢ 

Mr. WituiaMs. There is a possibility that a taxpayer who already 
has filed his tax return may have undertermined the amount of his tax, 
and that ultimately, upon the determination of a deficiency which 
arises out of the repeal of sections 452 and 462, interest might be 
owing on that deficiency which is attributable to this repeal. 

In addition, there is a possibility that a taxpayer who has made a 
quarterly payment based on his original determination of amount of 
tax might be subject to a penalty. 

We have accordingly hed people from the Treasury staff working 


with the staff of the joint committee, and with the legislative draft- 
ing services on the preparation of a proposed amendment which 
would eliminate that possibility. I am told that they could, if 
necessary, have that technical amendment prepared and completed 


by this evening, but they would prefer to continue to work on it 
over the weekend. 

Mr. Mitts. Mr. Williams, I wanted to ask you that question and 
get your response at this point in the record so that there would be 
no question properly in the minds of anyone that we intended to 
repeal these two provisions, and to charge interest upon any deficien- 
cies incident thereto. 

Mr. Reep. Will the gentleman yield? I have a very important 
appointment, and I think it is the sentiment of this side, certainly, 
to go along with such an amendment. 

Mr. Miutxs. I am sure all of us would. 

The Cuarrman. As the author of the bill, and Mr. Reed as author 
of a companion bill, we are in full agreement on that, and certainly 
there should be no difficulty. As I understand from you, any inter- 
est or penalty that might result from the repeal provided for in 
this bill should not be charged or exacted. 

Mr. Wiiu1AMs. : That is our opinion, sir. 

The Cuarrman. All right, I think there would be no difficulty in 
the committee agreeing to the amendment. 

Mr. Mitus. Now, may I have just 1 minute further here for my 
own information at least, and since it bears upon the question asked 
by Mr. Kean. I would like to obtain from Mr. Williams an explana- 
tion of what the Secretary referred to in his statement yesterday 
when he mentioned a ruling of 1947 that attempted to permit the 
establishment of reserves for vacation pay. 
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Then, if you will, will you tell us what the situation will be in 
that respect if sections 452 and 462 are repealed ? 

Mr. Witu1aMs. Well, I will try, sir, to give you a general state- 
ment on it. JF would not pretend to complete technical perfection 
in this field. I will try to explain it, and 1f my explanation is inac- 
curate, I will correct it at a later date. 

Mr. Mruts. Let me ask unanimous consent that Mr. Williams be 
permitted to include in the statement he now makes any further 
observations he thinks are appropriate to the discussion. 

The Cuarrman. Without objection, it is so ordered. Go ahead. 

Mr. WutiaMs. As I understand it, it is simply a problem of the 
extent to which taxpayers under the old law, under the accrual 
method of accounting, and under the equivalent of what is presently 
section 461 of the 1954 code, could properly and lawfully accrue 
their liability to employees for vacation pay. 

Under the accrual method generally, a taxpayer may accrue on 
his books a liability, and take a deduction for it if the amount of 
that liability is reasonably fixed—that is, the amount of it may be 
determined reasonably—and if it is not contingent, so that there is 
no doubt that he is going to have to pay it. 

For example, there is no question that whatever wages are owing 
to an employee on December 31 when you close your books are 
determinable in amount and you are going to have to pay them on 
the due date in January or February or whenever they may be due. 
The amount of those wages therefore may be accrued and deducted 
on the tax return. 

If you ewe money to a supplier—whenever it is due—because the 
amount is determinable, it may be deducted, because there is no 
uncertainty about the legal liability. 

Under many vacation plans which many companies did have, many 
of them covered by union contracts, those plans were drawn so that 
the employer’s liability to pay his employee the amount of the vaca- 
tion pay was definitely fixed, so that even if the employee left the 
employer’s services or died prior to the time when the vacation would 
have been taken, still the employer had to make payment of those 
vacation wages. 

All any employer had to do under the old law, therefore, to take 
a deduction for this vacation pay was adapt his vacation-pay plan to 
the requirements of the law so that the amount and the liability became 
fixed and determinable at the time he closed his books. 

Many companies under the old law did work their plans around 
so that they had a fixed known liability, and they procured rulings 
from the Internal Revenue Service in effect saying that is proper and a 
deduction could be taken for that liability. 

Mr. Miutus. May I interrupt? When you say the “old law,” you 
are referring to section 43 of the code of 1939 ? 

Mr. Wituiams. That is correct, sir; it is carried forward as section 
461 in the new code. 

Mr. Mutts. I see. 

Mr. Witt1Ams. So that section is still there, and there is no sug- 
gestion for repeal of it. If you repeal that, you are upsetting the 
whole accrual method of accounting. 

Now then, the limitations and the extent under old law to which 
a plan had to be so tied down that the precise dollar amount could 
60303—55——6 
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be determined, and so forth, was an area of dispute between taxpayers 
and the Internal Revenue Service. When this new section 462 came 
into law, it eliminated the requirement of a definite liability to an 
individual person. The effect of it is that if an employer has a vaca- 
tion plan under which a particular employee will lose his vacation pay 
if he is no longer in the service of the employer when vacation time 
arrives, but the employer’s records show that on the average 90 percent, 
for example, of his people are still working for him when vacation 
time comes, and do get their vacation pay, then under section 462 he 
would be entitled to set up a reserve for that 90-percent liability, be- 
cause the total overall amount is determinable with reasonable cer- 
tainty, even though the liability to the individual employees is not 
legally fixed and noncontingent. 

It is somewhat like the reserve for bad debts, sir. There are two 
methods of treating bad debts for tax purposes. Here is a merchant 
who has accounts receivable. If he uses what is called the specific 
chargeoff method, he waits until a particular debtor of his gets in 
trouble, and he finds that particular debtor cannot pay, before he 
charges off that specific account. 

Under the reserve method, he may not be able to determine which 
of a thousand accounts are going to go bad, but his experience will 
show him that on the average he only collects, say, 96 percent, for 
example, of his accounts receivable. 

Under the reserve method, which has been permitted by the law 
for many, many years, sir, by permission of the Secretary, he is 
pee to set up a reserve against the potential bad debts, the 

ad accounts receivable, based on his own experience. Th&t is some- 
what analogous to the type of treatment contemplated by section 462 
for reserves for these other types of expenses which have been 
mentioned here. 

Mr. Miits. What you are saying is, Mr. Williams, that even if we 
repeal section 462 there will still be section 461 in the law which will 
permit, in certain 2 of cases, reserves for vacation pay ? 

Mr. Witu1aMs. That is correct. 

Mr. Mitts. And that is a continuation of the old section of the 
code of 1939, know as section 43 ? 

Mr. WitiaMs. Yes, sir. 

Mr. Mitts. Now, let me ask you just this one further question: 
This ruling in 1947 issued by the Treasury then was based upon sec- 
tion 43 of the code of 1939? 

Mr. Wiiu1aMs. I assume so, sir. I have not read that ruling for 
7 or 8 years, but that is my impression. 

Mr. Mitts. That ruling was disapproved by the court, as I under- 
stand ? 

Mr. Wuu1ams. There was subsequent litigation involving it, yes, 
sir. 

Mr. Miuis. Then the Treasury, sometime around the first of the 
year 1955, saw fit to withdraw that ruling, either because of the court 
decision or because of the lack of necessity for the rule in view of the 
passage of section 462? 

Mr. WituiaMs. As I understand it, there were various considera- 
tions which led to this revenue ruling last December. I might say 
for the committee’s information that when that revenue ruling ap- 
peared, because we were at that time working on the regulations under 
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sections 462 and 452, we did have discussions of that revenue ruling 
with the Internal Revenue Service and subsequently, I believe in 
January, the Internal Revenue Service postponed the effective date 
of that ruling until June 30, 1955. 

If I may, I would like to assure the committee that upon repeal 
of sections 452 and 462, should that occur, the Internal Revenue Serv- 
ice and the Treasury Department will immediately review again the 
whole rulings problem, the rulings situation, in the whole vacation 
pay area, and as I think the Secretary indicated quite clearly yes- 
terday, to the extent that it lawfully and properly can be done under 
the old law, sir, you may be assured that we will endeavor to see 
to it that the repeal of sections 452 and 462 do not improperly or 
inequitably hurt a taxpayer. 

Mr. Byrnes. May I ask this as a matter of information ? 

Mr. Mus. I just wanted to say I think that is a fair position for 
Mr. Williams and others in the Treasury to take, and it is as much as 
we could expect. 

Mr. Byrnes. As to the court decisions in connection with the 1947 
ruling, did they rule it was too broad under the law or too restrictive? 

Mr. Wituiams. I do not know. I think Mr. Kagan can help you. 

Mr. Kagan. I believe that the court decision indicated that the 1947 
ruling was too broad under the law. The new ruling was originally 
supposed to take effect for taxable years beginning after 1954. The 
Revenue Service revoked the earlier ruling in the belief that taxpay- 
ers who previously acted thereunder would continue to take vacation 
pay under section 462. 

The Cuatrman. Are there any further questions? 

Mr. Witu1aMs. Mr. Irwin has just handed me a copy of Revenue 
Ruling 54-608, which is the December ruling to which reference has 
been made. 

The syllabus or headnote reads: 

No accrual of vacation pay can take place until the fact of liability to a specified 
employee has been clearly established and the amount of the liability to each 
individual employee is capable of computation with reasonable accuracy. No 
distinction is to be made between plans under written contracts and plans under 
oral agreements. 

The date of effect of this ruling has been, as I said, postponed to 
June 30, 1955. 

Mr. Byrnes. Just to make this clear, the courts said in effect that 
the ruling was too broad and gave the taxpayer the right to accrue 
items which the law did not permit? 

Mr. Wu1aMs. Yes; and this revenue ruling was designed to bring 
the interpretations of the Internal Revenue Service in line with the 
decision of the court. 

The Cuarrman. Are there any further questions? 

Mr. Baker, of Tennessee, will inquire. 

Mr. Baxer. There was the same situation about pension funds, the 
same situation as vacation pay. Did that apply to setting up reserves 
on pensions? It was not involved in that particular ruling? 

Mr. Wiiu1aMs. No; it was not. 

Mr. Baxer. Mr. Zelenko mentioned pension funds very broadly 
involving a lot of money, and I did not understand that was involved ? 

Mr. Wiui1aMs. In the ordinary pension plan, sir, a qualified pen- 
sion plan, the employer must make actual payment of the money to the 
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trustee within a specified time after the close of the accounting period, 
and there the liability is absolute, fixed, and known, so that there 
would be no question about the right of the employer to take the 
deduction. 

Mr. Baxer. There is no deduction allowed until the money is actu- 
ally paid out of the treasury of the company into the hands of the 
trustee ¢ 

Mr. WrizaAms. That is right. Payment to the trustee within a 
limited tim, and my impression in 60 days, after the close of the ac- 
counting period of the company, is a necessary prerequisite to the 
deduction. If they don’t make the payment, they don’t get the 
deduction. 

Mr. Baker. How could there be any loss as a result of the pension 
plans? 

Mr. Wriur1aMs. I don’t know of any, sir. 

Mr. Baker. You follow me on that, do you? 

Mr. Witu1aMs. I do, sir. 

Mr. Baxer. All right. 

The Cuarrman. Are there any further questions? 

If not, we thank you, Mr. Williams, for your appearance and the 
information given the committee. 

Without objection, the committee will stand adjourned, subject to 
call of the Chair. 

(Whereupon, the committee adjourned at 12 o’clock.) 
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THURSDAY, MARCH 17, 1955 


Hovse or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEans, 
Washington, D.0. 

The committee met, pursuant to recess, at 10 a. m., in the committee 
room of the House Committee on Ways and Means, Hon. Jere Cooper 
(chairman) presiding. 

The Cuarrman. The committee will please be in order. 

Today the committee resumes hearings on H. R. 4725. 

On last Thursday we received the testimony from the Secretary 
of the Treasury, the Honorable George M. Humphrey, and on last 
Friday from Hon. Herbert Zelenko, a Member of Congress from 
the State of New York. 

We hope to complete the hearings with sessions today and tomor- 
row and will receive the testimony from interested public witnesses. 

I would like to state for the record on behalf of the committee that 
we sincerely appreciate the cooperation of the witnesses in designating 
one spokesman to speak for an industry, association, or organization. 
I requested such cooperation in my press release of March 11, announc- 
ing the hearings for today and tomorrow, and I am highly pleased, 
as I know the other members of the committee are, with the efforts 
which have been made to coordinate and consolidate testimony and 
designate a representative to speak for various interested groups 
and persons. 

Our first witness this morning will be Mr. J. S. Seidman, chairman, 
committee on Federal taxation, American Institute of Accountants. 

Mr. Seidman, we remember you very pleasantly. You have been 
before us many times. We are glad to have you today. 

We ask you to please follow the usual custom and give your name 
and address and the capacity in which you appear for the record. 


STATEMENT OF J. S. SEIDMAN, AMERICAN INSTITUTE OF ACCOUNT- 
ANTS, ACCOMPANIED BY WALTER L. SCHAFFER, WALLACE M. 
JENSEN, AND LESLIE MILLS 


Mr. Seman. Thank you, sir. 

My name is J.S. Seidman. I appear for the American Institute of 
Accountants, the national organization of certified public accountants 
with a membership of over 25,000. 

I am chairman of its committee on Federal taxation. 

I am accompanied by Walter L. Schaffer, to whom I shall refer later, 
and by subcommittee chairmen Wallace M. Jensen and Leslie Mills. 
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I want at the outset to tell you that we share Secretary Humphrey’s 
concern about the effect on the revenues of the 1954 tax law provision 
for deduction of expense reserves. 

We also feel he is right about the scope of the provision possibly 
getting out of hand and beyond the original intent. 

We believe both of these problems can be corrected easily and 
speedily without dealing the death blow to a principle that only a 
few months ago was hailed on all sides as a great step forward in 
bringing tax accounting into line with good accounting. 

So far as the revenue situation is concerned, a stretchout arrange- 
ment would take care of that. And the scope problem can be dealt 
with by a proper delegation of authority to the Secretary of the 
Treasury. 

Strong language has recently been used in reference to these ques- 
tions, particularly as to the loss of revenue. Words like loophole, 
windfall, double deduction, and blooper, have been mentioned. In 
our opinion, none of these is involved. No income escapes tax. No- 
body gets a deduction twice. The problem, as you will see, is really 
how best to get a deduction once. 

What is involved, and all that is involved, is when items are re- 

orted, not whether they are reported. Because of the law’s mistim- 
ing in the past, there will now be a bunching of deductions to make 
good in one year the delayed deductions from previous years, unless 
something is done about it. 

Now that we have given you our conclusions, we would like to review 
with you the support for them. It may be helpful to touch briefly 
on the accounting principle involved, and what went off the track when 
it was put into the law, and how easy it is to get it back on again. 

With respect to the accounting principle, upon to 1954, if a busi- 
nessman in a financial statement to his bank showed the same income 
as he had sworn to in his income-tax return, he could under certain 
circumstances well have landed in jail. 

Suppose, for example, he owned a piece of real estate, and on De- 
cember 31 collected 5 years’ rent in advance. In his tax return, he 
had to report the entire collection as income for that year. If he told 
stockholders, creditors, or the Securities and Exchange Commission 
that any part of the money was income for that year, he could properly 
be accused of speaking falsely. 

Obviously, the truth is that it is the next 5 years’ income and, there- 
fore, to be spaced over those 5 years. 

So much on the income side. 

The expense side of the transaction, then created another discrep- 
ancy between his financial statement and his income-tax return. 
The costs of maintaining the building and providing the tenant with 
the services were deductible only as incurred during the 5-year period. 
That meant that our taxpayer not only inflated the income of 1 year 
by having to report advance collection of 5 years, but would also be 
reporting deductions in each of the 5 years for maintenance expenses 
with no offsetting income. 

This is a double-barrelled distortion. The revenues probably took 
a terrific beating on this in the last 25 years of rising tax rates. 

You see, income, being prematurely reported, was taxed at the 
lower rates, while the deductions coming in later years got the benefit 
of the higher rates. 
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Let’s take another illustration, this one directly from the Ways and 
Means Committee Report, page A163. A company sells an air con- 
ditioner for $300. It cost $200 to make, or a difference of $100. _ 

However, as part of the sale, the company has to guarantee the unit 
for a year. Experience shows that it cost the company $24 the next 
year to make good on this guarantee. Therefore, the net profit on the 
sale of the unit is $76—that is, $100 less $24. 

If the company did not allow for the $24 service liability in its 
financial statements, it would be overstating its profits. Yet, for in- 
come taxes, it had to swear to $100 income in the year of sale, and a 
$24 loss in the next year. 

Note that in these illustrations the end product is the same, figuring 
the results of all of the years involved as an aggregate. But in- 
come taxes are not figured that way and financial statements are not 
made that way. We have to report on a year-to-year basis. 

In accounting we do this, and feel we come out with the fair an- 
swer, because of a cardinal rule that the revenues of any year and 
the costs pertaining to those revenues must be brought together in 
the same year, regardless of the time of cash receipts or payouts. 

In accounting, therefore, if 5 years’ rent is collected in advance, 
one-fifth in each year is applied against the year’s expense. 

In the air-conditioning case, the $24 that will be spent for servicing 
the unit in the next year is taken into consideration as an expense 
reserve in figuring the profit on the unit in the year of sale. 

The old income-tax rule violated these basic principles of sound 
accounting. The way the income-tax rules worked out, as we have 
seen, income might be reportable in one year and the related expenses 
in other years, and ne’er the twain might meet. 

For many years we urged the Congress to eliminate this discrep- 
ancy and to adopt the accounting rules. On January 29, 1953, at one 
of our appearances before the staff of the Joint Committee on Internal 
Revenue Taxation, Congressman Reed, its then chairman, recognized 
the pressing need for this in making the following statement to our 
group: 


One of the most important contributions which could be made toward income- 
tax simplification would be to require reporting for income-tax purposes to 
conform to established business methods of reporting income. I hope in your 
tax revision studies you will furnish us with a statement disclosing the instances 
where accounting for tax purposes does not conform to sound accounting prin- 
ciples and methods. 

On December 10, 1953, we submitted a report to Congressman Reed 
on the discrepancies between tax accounting and generally accepted 
accounting principles. 

I will later offer that report for the record. Walter L. Schaffer, 
who is here with me, was chairman of the committee that prepared 
the report. 

When the 1954 revenue revision bill was reported out by the Ways 
and Means Committee, it was a source of real assurance to find that 
section 452 dealt with the problem illustrated by the 5-year rent col- 
lected in advance, and section 462 dealt with the expense reserve prob- 
lem illustrated by the service guaranty of the air-condition unit. 

The principle of matching costs with revenues was substantially 


adopted by the bill. 
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The committee report at the very outset, page 2, heralded the fact 
that— 


the bill contains many provisions which are important to the growth and survival 
of small business. These include * * * recognition of business practices for tax- 
accounting purposes * * *, 

The same statement was repeated on page 2 of the Senate Finance 
Committee’s report. 

The prepaid income section, 452, of the House bill, looked all right 
to us with one exception, and that was straightened out by the Senate 
Finance Committee. However, on the expense reserve section, 462, 
two things bothered us, and we so reported to the Senate Finance 
Committee. As our views were summarized in one paragraph, let me 
read it to you from page 1313 of the hearings: 

The bill makes great strides in the direction of putting business accounting 
and income tax accounting on the same wave length. * * * The transition 
will bring on some problems, both from a revenue standpoint, as well as the 
scope of reserves for estimated expenses. For that reason, there is included 
in our list of recommendations certain cautions and restraints during the gear- 
shifting period. 

Now, let me explain the reference to “cautions and restraints during 
the gear-shifting period.” Every important step in progress has a 
transitional problem. It is the problem of abandoning the old and 
adjusting to the new. 

Let’s take the air-conditioner example again. On a unit sold in 
1953, the $24 service costs would be expended in 1954. Since that $24 
was never allowed as a deduction before, simple justice required it to 
be deductible in 1954. Then there was the sale of a unit in 1954. 
Under the old rule, the $24 service costs on this would be deducted in 
1955, but under the rule of sound accounting wisely incorporated in 
the new law, the $24 service charge became deductible in the year of 
sale, 1954. 

After 1954, everything would, of course, be straightened out. 

In 1955 there would be only the $24 deduction applicable to a 1955 
sale, and so on each year thereafter. 

But in the process of getting rid of the old arrangement and going 
on to the new, the $24 deduction applicable to the 1953 sale and the 
$24 deduction applicable to the 1954 sale would be bunched together 
in 1954. 

If for this one year the revenue received by the Treasury could 
stand it, there would be no problem. After all, changes have been 
made many times in the tax law that bunched income or deductions 
in the transitional year. 

For example, a taxpayer may have been on a system of charging 
off bad debts as they occur. Since 1921, Congress has given him the 
right, in the discretion of the Commissioner, to change over to a reserve 
system where bad debts are anticipated in the year of sale based on 
experience. 

In the year of changeover, there would be, first, a deduction for bad 
debts that developed during the year on sales made in previous years, 
and, second, the reserve for bad debts figured on the current year’s 
sales. We have all accepted and lived with that transitional adjust- 
ment because the revenue effect has been small in the year of change. 

However, with the broader area covered in section 462, we recog- 
nized that the effect on 1954 was likely to be rather large, although 
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we had no way—and still have no way—of knowing just how much 
would actually be involved. It was our judgment that the amount 
would run much higher than the $47 million estimated at that time. 
Therefore, we made ‘the followi ing recommendation, which is page 1321 
of the Senate Finance Committee hearings: 

To avoid the impact on the revenues in the transitional year where there will 
be a deduction both for the actual expenses and the estimated expenses, and in 
order to avoid undue distortion of income, the addition to the reserve should be 
spread as a deduction over the transitional year and the 2 succeeding years. 

In other words, we proposed a 3-year stretchout of the $24 reserve 
applicable to 1954 sale. The idea of the 3-year stretchout for the 
bunching of deductions was the same as the 3-year stretchout the law 
allows when income is bunched. 

For example, the profit on cashing in of insurance policies can 
be stretched out over 3 years—section 72 | (e) (3). The same is true of 
collection of back pay, section 1303, or income that is telescoped in the 
change of accounting methods, section 481 (b) (1) 

Incidentally, Canada adopted the iednaien for expense reserves 
in 1953, and likewise took care of the transition by a 3-year stretchout. 

Our recommendation of a 3-year stretchout was not followed. ‘That 
is understandable With an estimated revenue loss of only $47 million, 
there was clearly no need for a stretchout 

Unfortunately, this estimate has turned out to be far short. In the 
debate in the Senate on H. R. 4259, a figure of $1 billion was used. 
More recently, amounts even up to $5 billion have been mentioned. 

If there is any possibility of so great a loss of revenue, that is in- 
deed a serious matter. Even spread over 3 years, the effect would be 
substantial. 

We therefore propose that the transitional period be stretched out 
for 10 years. We believe that is the right way out of the present 
dilemma 

There is ample precedent for a long stretchout of this kind. A 
5-year stretchout is provided for deduction of or ganizational ex- 
penses, section 248; research and experimental expenses, section 174; 
and income from inventions or artistic work, section 1302. An 8-year 
stretchout is provided for net operating losses, section 172 (b) (1). 

The 10-year stretchout we now urge upon you has a pertinent 
counterpart in the law. When a company establishes a pension trust 
for employees, the pension benefits are geared not only to future serv- 
ices, but also to past services of the employ ees. ‘The company, there- 
fore, puts into the fund money that applies to those past services. The 
law does not allow this catching up with the past as an immediate 
deduction in full. Instead, it provides for a 10-year stretchout. 

In the transition to expense reserves, essentially the same catching 
up with the past is involved. Therefore, a 10-year stretchout is equally 
applicable. On a 10-year basis the transitional revenue effect would 
not be serious in any one year. 

Here is the way it would work, again going back to the $24 service 
reserve applic able to the air conditioner sold in 1954. Instead of the 

$24 being deducted at. once, only $2.40 of that would be taken as a 
deduction i in 1954, and the same amount in each of the following 9 
years. 

I mentioned to you that we were concerned about two things. One 
was the revenue situation just described. Now, let me turn to another 
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aspect of this whole question, that of keeping expense reserves in 
proper bounds. Our recommendation on this point was as follows— 
page 1321 of the Senate Finance Committee hearings: 

Considering the departure that is involved from the previous rules, and pend- 
ing the development of experience regarding the respective items, the application 
of the new rules as to the reasonable addition to reserve should be in the dis- 
cretion of the Secretary or his delegate, just as has been the case heretofore 
with the addition to the reserve for bad debts. 

It was our position that the Secretary or his delegate should have 
the last word on the subject. We felt that while the law properly 
laid down many requirements and restrictions that must be hurdled 
before an expense reserve is deductible, the fertility of the human 
mind is such that excesses or abuses might creep in, or controversy 
ensue. We felt that the discretion of the Secretary or his delegate 
could be counted on to balance the scales and keep the deductions 
within the intended area. 

We believe that this was the intent of the Senate Finance Com- 
mittee. However, some have argued that because of the way the law 
is worded, the discretion of the Besteteny or his delegate covers only 
the amount and not the character of items that can be deducted as 
expense reserves. 

We, therefore, recommend inserting a phrase in the law that will 
make it crystal clear that the Secretary or his delegate has jurisdiction 
over items as well as amounts. 

To put it another way, the law should be so worded that the Secre- 
ty can come out with regulations and make them stick. 

o be sure, many protests have been filed in respect to a recent 
draft of regulations on which he invited comment. We ourselves 
objected to some specific items. We are confident that all suggestions 
made to the Secretary will be considered. 

The point is that the law should be such that whatever the Secretary 
or his delegate finally decide, should govern. That practice now 
applies to consolidated returns. It can be made equally applicable in 
this area. This would automatically eliminate the concern that the 
Secretary, in his testimony before you, has properly voiced about 
existing doubts, and the prospect of costly litigation. 

Thus, the two things, revenue and scope, that are out of whack in 
the provision as it now stands can be readily adjusted without scuttling 
the fine, necessary purposes served by the provision. 

By making the changes that we recommend, you will also avoid the 
many headaches and dislocations that go with retroactive repeal, a 
phase I imagine other witnesses will discuss with you. 

You may notice that my presentation has had to do primarily with 
expense reserves. I can’t see what possible basis there can be for 
pulling the rug from under section 452 on prepaid income, the 
provision illustrated by the 5-year rent collected in advance. It is 
not subject to the imperfections of the provision about expenses 
reserves. 

I have heard no comment about either large revenue amounts being 
involved or serious question of scope raised. Section 452 certainly 
should be preserved. 

In conclusion, you can see that there is no gift or “windfall” even 
in the law as it now stands. If there were, we would stand four- 
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square for immediate repeal, regardless of consequences. Proprietors, 
firms and companies are not being given any deductions they did not 
have under the previous law. 

All that is here involved is the best way to cure past income-tax 
ills that put deductions in the wrong years, now that the tax law has 
been improved and the deductions are in their right time slot. The 
law at present takes the medicine all at once. That is too big a dosage 
for the revenues. 

We suggest spacing it out in 10 treatments. We also suggest keeping 
things under complete control of the doctor by making his word law. 

But we urge you not to kill the patient. He is fundamentally sound, 
wholesome, cal right. 

Sections 452 and 462 enable income-tax accounting to come of age. 
We urge you not to turn back the clock to the crudities and distortions 
of the past. 

We will be glad to hold ourselves available for sessions with your 
technical experts to any extent that we can be of help. 

The American Institute of Accountants is aan to you for this 
opportunity to be heard. 

Mr. Chairman, may I place in the record, in extension of this testi- 
mony, the report to Congressman Reed, to which I referred ? 

The Cuatrrman. How much is that? 

Mr. Seipman. It is a short document, as you can see. 

The Cuarrman. Without objection, the request is granted. 

(The report referred to is as follows :) 


[Reprint from the Journal of Accountancy, January 1954] 


REPORT AND RECOMMENDATIONS WITH RESPECT TO DIVERGENCES 
BETWEEN TAX ACCOUNTING AND GENERALLY ACCEPTED ACCOUNT- 
ING PRINCIPLES 


Submitted to Daniel A. Reed, chairman, Committee on Ways and Means, House 
of Representatives, December 10, 1953. By Committee on Accounting Prin- 
ciples for Income Tax Purposes, American Institute of Accountants 


OFFICIAL DECISIONS AND RELEASES—OFFICIAL Texts OF IMPORTANT DocUMENTS 


DIVERGENCES BETWEEN RULES OF TAX ACCOUNTING AND GENERALLY ACCEPTED 
ACCOUNTING PRINCIPLES 


(Recommendations to Congress on elimination of differences in generally ac- 
cepted accounting procedures and accounting for tax purposes are being made 
this month by the American Institute of Accountants. The AIA committee, 
appointed last March to study the subject, has submitted its findings to Chairman 
Reed, of the House Ways and Means Committee, and additional copies have 
been sent to other congressional committees, the IRS, and the Treasury. Walter 
Schaffer, of New York, is chairman of the AIA committee. Benjamin Harrow 
and Carman G. Blough served as consultants to the committee. The full text 
of the recommendations is reproduced below. ) 

DECEMBER 10, 1953 
Hon. Danrtet A. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington 25, D. C. 


Dear Mr. Reep: In January of this year the committee on Federal taxation 
of the American Institute of Accountants respectfully submitted to the Com- 
mittee on Ways and Means certain recommendations for improvement of Federal 
tax legislation and administration. These recommendations had been formu- 
lated as a result of study and discussion extending over a period of 2 years. 
In its covering statement, the institute’s committee emphasized the urgent need 
of having the Federal tax laws more adequately embrace generally accepted 
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accounting principles and suggested that the recognition of such principles 
would go far toward eliminating many of the inequities resulting from the 
present tax rules. 

Following your attendance at a later discussion of the institute’s recom- 
mendations between representatives of the institute and members of the staff 
of the Joint Committee on Internal Revenue Taxation, you clearly evidenced 
your complete awareness of and grave concern over the existence of needless 
and purposeless divergences which have developed over the years between rules 
of tax accounting and generally accepted accounting principles and expressed 
the hope that in the institute’s tax-revision studies it would furnish you with a 
statement of those “instances where accounting for tax purposes does not con- 
form to sound accounting principles and methods.” You further indicated your 
strong desire to have a statement of the recognized accounting principles and 
methods of accounting applicable to these areas of difference. 

In response to your invitation, the American Institute of Accountants ap- 
pointed a special committee to conduct further studies necessary for the com- 
pilation of the material requested by you and to report to you its findings and 
recommendations. These studies have now been completed and the committee 
submits the following material for your consideration : 


GENERAL NATURE AND EXTENT OF THE PROBLEM 


Excluding from consideration those divergences which result from enact- 
ments evidencing congressional decisions of policy, the areas where tax rules 
of accounting differ radically from generally accepted accounting principles are 
confined almost entirely to questions of when certain types of revenue and 
expense should be recognized. But throughout the business community at 
large, these differences apply to a multitude of constantly recurring transactions 
of an ordinary nature and, hence, in one or another degree affect practically 
every concern which reports its taxable income on an accrual basis. They 
compel business organizations to keep, in effect, two sets of books or maintain 
ofttimes elaborate reconciliations between their accounting for tax purposes 
and that which they follow for general business purposes. They result in un- 
warranted and abnormal costs of administration on the part of the Govern- 
ment. They serve to give rise to controversies which lead to prolonged litiga- 
tion and add to the work of the overburdened courts. 

The effect of many of the divergences of the tax rules from generally ac- 
cepted accounting principles is to improperly advance the reporting of income 
and to improperly defer the deduction of expenses and losses. This produces 
utterly erroneous and distorted results. If, in financial statements, companies 
reported as their income the amounts they are required to report for income-tax 
purposes, the figures would often be subject to sharp criticism, if not lead to more 
serious consequences. 

Under this process of accelerating income and delaying deductions, the Gov- 
ernment gets its revenue earlier, but this does not mean it gets any more revenue. 
To the contrary, in a period of rising tax rates the revenue is likely to be 
adversely affected. The timing involved in the present tax rules is undoubtedly 
motivated, at least in part, by concern for the security of the revenue. However, 
problems of collection and enforcement are matters entirely distinct from com- 
putation of income. The Government has ample means of protecting its revenue 
through provision for bonds, jeopardy assessments, and other measures now 
prescribed in the tax law. 

The basic intention of the Congress, in enacting the Internal Revenue Code 
provisions regarding accounting methods, was to permit taxpayers to compute 
taxable income in conformity with generally accepted accounting principles. 
Although that term does not appear in the code (it was not in common usage 
in 1919 when the statute was first enacted in its present language), it is clear 
that the Congress had such a concept in mind when it provided, in what is now 
section 41, that taxable net income shall be computed in accordance with the 
method of accounting regularly employed by the taxpayer, if such method clearly 
reflects the income. Provisions of the regulations promulgated soon after the 
law was enacted and substantially unchanged ever since state that “approved 
standard methods of accounting will ordinarily be regarded as clearly reflecting 
the income.” 

Although there is no evidence of any change of intent on the part of the Con- 
gress since the statutes were originally enacted, case by case, decisions and rulings 
have undermined the broad principles recognized in the regulations until today 
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there is a host of instances where generally accepted accounting principles are 
disregarded and taxable net income is determined under completely different 
rules. 

This committee recommends the enactment of legislation to bring the tax rules 
into closer conformity with generally accepted accounting principles. The adop- 
tion of such principles as the basic standard for tax accounting would go far to 
reduce the present and long-existing confusion and uncertainty. It would help 
to restore the essential confidence of taxpayers in the fairness of the system, 
and facilitate preparation by taxpayers of the returns required to be filed by 
them. 

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 


The large body of generally accepted principles which governs the accounting 
of the business community has evolved over many years. These principles are so 
well understood in business circles that corporate managements make financial 
representations to investors and creditors, and to prospective investors and 
creditors, in full reliance on the fact that the accounting principles upon which 
their statements are based are sufficiently well known that their representations 
will be understood and will be considered sound and proper. Independent public 
accountants stake their reputations daily by certifying that financial statements 
of their clients are “fairly presented in conformity with generally accepted 
accounting principles.” 

It must be recognized that in some situations, a choice must be made from 
among two or more accounting principles, each of which is considered to be gen- 
erally acceptable. For tax purposes in those situations, the adoption by a tax- 
payer of a particular principle should call for its continued use, except that a 
change should be allowed with the consent of the Commissioner as is now per- 
mitted. 

In many areas, general accounting and tax accounting are in complete agree- 
ment. There is no need to list the accounting principles on which there is such 
agreement. In the areas in which the major divergences have arisen financial 
accounting is governed by a relatively few principles which can be succinctly 
stated. They have to do almost exclusively with the matching, or the proper 
assigning to a particular accounting period, or periods, of revenues and costs and 
expenses. 

The process of matching or properly assigning revenues and expenses to an 
accounting period involves recognition of revenue which has been earned but has 
not yet been received and of expense which has been incurred but has not yet 
been paid; it involves the deferring or carrying forward as a charge against the 
future of some expenditures which have been incurred or paid, and the deferring 
or carrying forward to future periods of certain revenues which have been 
received. 

The fundamental generally accepted accounting principles which govern the 
treatment of revenues, costs and expenses falling within the areas of divergence 
under consideration may be stated briefly as follows: 

1. Revenues are recognized as entering into the determination of income when 
sales are made or services are rendered. 

2. The mere receipt of money or promise of another person to pay money for 
goods or services does not represent revenue which should be recognized in the 
determination of income of the period of receipt if it is burdened with an obliga- 
tion to deliver goods or render services in the future. Items of this nature are 
treated as resulting in liabilities or deferred credits until they are earned 
through the fulfillment of the required performances. However, the fact that 
incidental costs or claims are yet to be met does not warrant deferring recogni- 
tion of revenues; for example, revenues from sales are recognized despite the 
fact that they are subject to product guaranties or sales allowances. These 
incidental costs and allowances are deemed to be charges of the period in which 
the revenues are taken into income. 

3. Costs and expenses directly identifiable with revenues are chargeable 
against the income of the period in which the revenues are recognized. Expenses, 
such as insurance, rent, property taxes and interest, which are for particular 
periods of time are chargeable over such periods. Other expenses incurred in 
the general conduct of the business are chargeable against the income of the 
period in which they are incurred unless it is clearly evident that they are for the 
benefit of future periods and there is a reasonable basis, both as to amount and 
time, for allocating them to future periods, in which event they should be de- 
ferred and charged to such periods. 
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4. If the precise amount of any costs or expenses is not determinable at the 
time they are chargeable against income, they should be recognized on the 
basis of reasonable estimates. Differences between such estimates and the 
actual amounts ultimately found to be involved are recognized as charges or 
credits to income of the period in which such differences first become evident. 

5. Aecounting recognition of costs and expenses which cannot be determined 
with a reasonable degree of accuracy at the time they would otherwise be 
charged against income of a particular period should be deferred until such 
determination is possible, whereupon they become chargeable to the income of 
the period of determination unless, in the aggregate, they are so material that 
their inclusion would impair the significance of the income of that period. In the 
latter event, they are treated as an adjustment of the income reported for the 
earlier period by being carried directly to surplus. 


INSTANCES OF DIVERGENCES RETWEEN TAX RULES AND GENERALLY ACCEPTED 
ACCOUNTING PRINCIPLES 


There are outlined below some of the more common divergences between 
the rules of accounting for tax purposes and generally accepted accounting 
principles. These all relate to the matching or proper assigning of costs and 
revenues. A Classified listing of these and other typical cases where rules of 
tax accounting require treatment contrary to generally aceepted aecounting 
principles and a discussion of the decisions and rulings which have led to- 
the divergences are presented in appendices hereto. The material in the ap- 
pendices covers a more comprehensive field than the discussion here and involves 
divergences in addition to those related to the matching of costs with revenues; 
it is not, however, to be taken as all-inclusive. 


REVENUES RECEIVED IN ADVANCE OF PERFORMANCE OF SERVICES 


The application of the tax rules governing the treatment of amounts received 
for services to be rendered or facilities to be provided in the future gives rise 
to many cases of distortion in the determination of taxable income. 

Under the tax rules, income accrues at the earlier of the time of receipt 
of cash on an unrestricted basis or the occurrence of all the events necessary 
to fix the taxpayer’s right to the revenue. Neither of these criteria is in accord 
with generally accepted accounting principles, under which the time of receipt 
of cash is not, of itself, pertinent and the time of accrual of revenues is related 
to the service period involved. 

Moreover, the tax rules tend to divorce income from the related expenses 
of earning it. For example, rentals received in advance for the use of prop- 
erty in future periods are taxable in the year in which received, even though 
the expenses, such as upkeep, depreciation, and taxes, which have to be incurred 
to earn the rentals, will not occur until such future periods and do not become 
deductions for tax purposes until that time. The same situation exists in the 
ease of advance receipts of dues; various fees; charges for maintenance, trans- 
portation, or admissions; and similar items for services to be rendered in the 
future. These, too, are taxable when received, whereas the cost of furnishing 
the services is deductible only when the services are performed. These rules 
create absurd tax results. Taxable income is bound to be distorted if revenues 
are required to be included in one period and related expenses in another. 


ESTIMATED COSTS AND EXPENSES 


. 


The tax treatment of estimated costs and expenses is another notable di- 
vergence from generally accepted accounting principles. Under such principles, 
costs and expenses must be matched against revenues of the period to which 
they relate in order that net income may be properly determined. If the precise 
amount of any costs and expenses is not determinable at the time they are 
chargeable against revenues, they are recognized on the basis of reasonable 
estimates. 

Under tax rules, deductions for costs and expenses are not allowable until 
all the events occur necessary to fix the amount and the fact of the taxpayer's 
liability for payment. The courts have characterized liabilities as contingent 
and nonaccruable where they are not established with certainty by specific 
transactions regardless of the period in which related revenues are recognized. 

Thus, various allowances to customers which must be made in the regular 
course of business in respect of sales of a period, such as for damaged or 





PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 8&7 


unsalable goods, price adjustments, freight, cash discounts, and quantity dis- 
counts, and which have to be taken into account before a proper determination 
of profit or loss on such sales can be obtained, are generally not permitted 
to be deducted for tax purposes if the allowances have not actually been 
granted by the end of the period. Similarly, no deductions are permitted within 
a year for provisions for costs to be expected under guaranties of products 
sold within the year. All of these costs and expenses are directly related to 
the revenues of the year, can be estimated from experience with reasenuble 
accuracy, and must be recognized to arrive at the results of the year. 

The committee believes that the use of estimates of costs and expense should 
be permitted in determining allowable deductions for tax purposes in all instances 
where such estimates can be made with a reasonable degree of accuracy. 

The committee does not advocate the allowance as deductions for tax purposes 
of provisions for costs and expenses of a contingent or contested nature and as 
to which there is no reasonable certainty with respect to their amount; nor does 
it recommend that for tax purposes such costs and expenses be related back to 
the year of occurrence if and when they materialize and the amounts thereof 
are determined. In its view, the present tax rule, if modified in one respect, 
would provide a satisfactory and practical method of handling such items. 
Under the tax rule, a deduction is allowed for such contingent or contested costs 
and expenses only in the year in which the contingency or contest is resolved, 
except that the deduction is allowed in the year of payment of a contested lia- 
bility even if the contest is continued. The committee believes the rule should 
be modified by eliminating the exception, so that the deduction would be allowed 
in all cases in the year the contest or contingency is resolved. Examples of the 
costs and expenses which more often than not would fall within this category 
are such items as possible or contested claims for injuries and damages, or negli- 
gent action, or patent infringements, or antitrust law violations or property, 
sales, excise, and similar taxes. It would not include items such as ordinary 
injury and damage claims against common carriers which can be estimated with 
a reasonable degree of aecuracy. 


ACCRUALS AND APPORTIONMENTS OF PROPERTY TAXES 


The tax rules for accrual of property taxes are uncertain in many respects, 


for the court decisions on the subject are conflicting. In general, however, the 
rule is that a property tax accrues in toto on a certain critical date, which may 
be the assessment date, the date the tax becomes a personal liability of the prop- 
erty owner, the date it becomes a lien on the property, or some other date. 

Whatever the date selected, deduction of the full tax on a single date conflicts 
with the basic accounting principle of matching costs and expenses with reve- 
nues. The most acceptable basis for providing for property taxes in accord 
with this principle is accrual over the fiscal period of the taxing authority for 
which the taxes are levied. Thus, if a property tax is imposed for the calendar 
year 1953, it is regarded as an expense of that year. If the tax is imposed for 
a fiscal year ended June 30, 1954, six-twelfths is included as an expense for the 
year 1953 and the remaining six-twelfths as an expense for the year 1954. The 
method is equally applicable whether the property is held throughout the period 
or is transferred during the period. When property is sold, taxes for the cur- 
rent period are generally prorated between buyer and seller based on the period 
of ownership by each. 

In contrast, the tax rule requires first a decision as to the kind of date to be 
used and then an examination of complicated and ever-changing local tax stat- 
utes, several of which may apply with respect to a single property, in order to 
establish the critical date. 

The complexity of the tax rule serves no real practical purpose. On the other 
hand, the rule often gives rise to inequity through the shift of deductions be- 
tween years. The inequity is emphasized where property is transferred. For 
example, if property is acquired June 30, 1953, the purchaser and the seller each 
stand half of the 1953 taxes. Yet, if the assessment date, lien date, date of per- 
sonal liability, or whatever the critical date may be, occurred prior to June 30, 
1953, the seller, if he is on the accrual basis, becomes entitled to deduct the full 
year’s taxes and the purchaser is allowed none. If the critical date comes after 
June 30, 1953, the purchaser, if he is on the accrual basis, gains a deduction for 
the full year’s taxes and the seller can deduct nothing. 

The tax rule thus is hopelessly complicated and inequitable. Accrual of prop- 
erty taxes over the fiscal period of the taxing authority is a simple rule. It 
should be adopted for tax purposes. 





88 PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 


CONCLUSION 


The committee believes that the enactment of new legislation is necessary in 
order to eliminate divergences such as those described herein (including the 
appendixes) and to restore generally accepted accounting principles as the basic 
standard for tax accounting. The tax rules creating the divergences are now 
so strongly established by successive court decisions that only legislation can 
change them. 

Transition from the present tax rules to new ones based on generally accepted 
accounting principles would require safeguards against inequities both to the 
taxpayers and the Government. The new legislation should prohibit double 
deduction of the same item and double inclusion in income of the same item, in 
cases where the year of allowance or inclusion would be later under the new 
rules than under existing ones. It also should prevent the escape from taxation 
of an item of income or the failure to allow an item that would have become 
deductible under the present rules. 

The committee has concerned itself .with the failure of tax accounting to 
follow generally accepted accounting principles in connection with those busi- 
nesses that keep their accounts on the accrual basis. It is in this area only that 
changes are proposed. The use of the cash basis of reporting income in those 
situations where it is now permitted should not be disturbed. 

Adoption of legislation along the lines suggested will not bring taxable income 
into complete conformity with net income reported in financial statements. The 
tax law contains exemptions, special treatments and a wide variety of other 
provisions which reflect congressional decisions of policy influenced primarily 
by social, economic, or political factors regarded by the Congress as overriding 
other considerations. To that extent, taxable income must inevitably differ 
from financial net income. 

Respectfully submitted. 

COMMITTEE ON ACCOUNTING PRINCIPLES FOR 
INCOME TAx PURPOSES. 

THOMAS J. GREEN. 

JoHN A. LINDQUIST. 

LESLIE MILLs. 

MAURICE E. PELOUBET. 

J. S. SEIDMAN. 

WILiiAm W. WERNTzZ. 

Wa ter L. Scuarrer, Chairman. 


AppEeNnpIx A 


TypicAL CASES WHERE RULES OF TAx ACCOUNTING REQUIRE TREATMENT CONTRARY 
TO GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 


(Exluding divergences which result from congressional policy decisions) 
I. DIVERGENCES INVOLVING THE TIME OF RECOGNITION OF REVENUES 


A. Reyenues, deferred for general accounting purposes until earned, but 
reportable for tax purposes when received. 
1. Revenues susceptible of proration on a fixed-time basis or on a service- 
rendered basis: 
(a) Rentals. 
(b) Commissions. 
(c) Subscriptions. 
(d) Revenues from maintenance and similar service contracts covering a 
specified period. 
(e) Warehousing and trucking fees. 
(f) Advertising revenues. 
(zg) Advance royalties on patents or copyrights. 
(h) Transportation ticket and token sales. 
(i) Sales of coupon books entitling purchaser to services. 
(j) Theater ticket sales. 
(k) Membership fees. 
(1) Tuition fees. 
(m) Laboratory fees. 
2. Revenues suscentib'e of proration over average duration of award: 
(a) Life memberships. 
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(b) Revenues from service contracts extending over life of article serviced 
or period of ownership by original owner. 

B. Revenues deferred for general accounting purposes until right to retain 
them is substantially assured, but reportable for tax purposes when received : 

1. Receipts under claim of right. 

C. Revenues accrued for general accounting purposes, but not reportable for 
tax purposes until collected: 

1. Dividends declared. 

2. Increase in withdrawal value of savings and loan shares. 


II. DIVERGENCES INVOLVING THE TIME OF ALLOWANCE OF DEDUCTIONS 


A. Costs and expenses, recognized for general accounting purposes, on basis of 
reasonable estimates, in period of related revenues; but not deductible for tax 
purposes until established with certainty by specific transactions: 

1. Sales returns and allowances. 

2. Freight allowances. 

8. Quantity discounts. 

4. Cash discounts allowable to customers. 

5. Allowances for customers’ advertising. 

6. Provisions for return of commissions resulting from cancellations of related 
contracts. 

7. Costs of product guarantees. 

8. Deferred management compensation and incentive bonuses. 

9. Vacation pay. 

10. Pending injury and damage claims. 

11. Rentals on percentage lease with minimum. 

12. Provisions for major repairs, and maintenance regularly done at intervals 
of more than a year. 

. Professional services rendered but unbilled. 
. Social security taxes on unpaid wages. 
5. Retailers’ occupation taxes on credit sales. 
. Costs of restoration of property by lessee at termination of lease. 

17. Contractors’ provisions for restoration of property damaged during con- 
struction. 

18. Costs of handling, packing, shipping, installing, etc., of merchandise al- 
ready sold. 

19. Provisions for future costs to be incurred in collection of accounts receiv- 
able arising from installment sales, where profit is reported in the year of sale. 

20. Provisions for losses on foreign exchange. 

21. Allowances for perpetual care of cementery (where not actually segre- 
gated from receipts). 

B. Expenses deferred for general accounting purposes to period of related 
benefit, but deducted for tax purposes in year of payment or incurrence of 
liability : 

1. Advertising expenses from which benefit has not yet been obtained, in- 
cluding costs of preparation of catalogues not yet put into use. 

©. Property taxes recognized for general accounting purposes ratably over the 
year for which they are levied, but deductible in toto for tax purposes on a 
certain critical date. 


III. DIVERGENCES INVOLVING INVENTORIES AND PURCHASE COMMITMENTS 


A. Basis of pricing inventories: 

1. For general accounting purposes, “market” cannot be less than net realiz- 
able value reduced by normal profit margin; tax rules require lower market 
valuation based on replacement cost, unless covered by firm sales contracts. 

2. For general accounting purposes, comparisons of “cost” with “market” 
may frequently be made on the basis of totals for groups of times; for tax 
purposes, an item-by-item comparison is required. 

B. Losses on purchased commitments, measured in the same manner as are 
inventory losses, are recognized for general accounting purposes; for tax pur- 
poses, such losses are generally not allowable. 


IV. DIVERGENCES INVOLVING RECOGNITION OF GAIN OR LOSS 


A. Transactions in company’s own stock do not give rise to gain or loss for 
general accounting purposes; for tax purposes, recognition of gain or loss may 
be required. 


60303—55——-7 
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B. “Sale” of returnable containers is not recognized as such for general 
accounting purposes; for tax purposes gain or loss is recognized if title passes 
to customer. 

(. Where property is acquired by a mortgagee in foreclosure, for general 
accounting purposes no significance is attached to the bid price in measuring 
the creditor’s loss; for tax purposes, the bid price is recognized as significant 
and determines the bad debt loss of the creditor who is also held to receive 
gain or loss (usually capital gain or loss) to the extent of the difference between 
the fair market value and the bid price. 


APPENDIx B 


DISCUSSION OF DECISIONS AND RULINGS ESTABLISHING TAx RULES WHICH WouULD 
Be AFFECTED BY ADOPTION OF COMMITTEE’S RECOMMENDATIONS 


The purpose of this appendix is to discuss in greater detail the various tax 
rules which diverge from generally accepted accounting principles, so that the 
impact, upon existing precedents, of the changes which the committee recom- 
mends, will be made clear. Divergences which are commented upon in the ac- 
companying letter are more fully discussed, with citation of tax authorities, and 
divergences of somewhat lesser significance or scope than those in the letter are 
also pointed out. 


DIVERGENCES INVOLVING THE TIME OF RECOGNITION OF REVENUES 
The tax rule that income “accrues” when all the events have occurred to fix 
the taxpayer’s right to the income and to fix the amount with reasonable accu- 
racy derives from a number of Supreme Court decisions.’ 

‘These decisions, and many others which have followed them, demonstrate the 
courts’ inclination to disregard the fundamental accounting principle that income 
is recognized on the accrual basis only when it is earned, and to rely instead upon 
the receipt of cash or the existence of an unqualified right to receive cash as evi- 
dence that income has been received. Although the courts hold that income is 
not realized by receipt of cash if the taxpayer’s use or disposition of the cash 
itself is restricted, their rule tends to divorce revenues from the related expenses 
of earning them and results in the fiction that income is “clearly reflected” when 
revenue is reported in one period and related costs and expenses in another. 
Under generally accepted accounting principles, revenues are not earned until 
all related costs and expenses, either known or reasonably estimated, are pro- 
vided for. 


Revenues received in advance of performance of services 

The courts’ treatment of receipts of cash or other consideration for the use of 
property in the future or for services to be rendered in the future is typified by 
the following quotation from a decision in a case which involved rentals re- 
ceived in advance: ” 

“In Brown v. Helvering (291 U. 8. 193), where the taxpayer was on the accrual 
basis, it was held that money received without restriction on its use and disposi- 
tion by the recipient was income in the year received, even though it was re- 
ceived before it was earned and some portion of it might have to be refunded in 
the future.” 

While the Supreme Court in the Brown case did hold that a general agent for 
instrance companies had to report income from commissions without deduction 
for expected refunds from subsequent cancellations, it did not hold that unearned 
income had to be reported, for it adopted the lower court’s conclusion that “there 
is no proof that the overriding commissions contain any element of compensa- 
tion for services to be rendered in future years.” 

Furthermore, the taxpayer in the Brown case had never followed a method of 
accounting whereby commissions were taken into income over the period of the 
policy. The effect of the Supreme Court’s decision was to hold him to a method 
he had consistently followed. 


1 See, for example, Continental Tie 4 Lumber Co. v. U. 8. (286 U. 8. 290 (1932)) ; Spring 
City Foundry Co. vy. Com’r. (292 U. S. 182 (1934)); and Security Flour Mills Co. v. 
Com’r. (321 U. S. 281 (1944)). 

2 South Dade Farms, Inc. vy. Com’r. (138 F. (2d) 818 (C. A. 5, 1943) ). 
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Despite the inadequacy of the Brown case as a precedent, the courts have con- 
sistently upheld the Treasury in taxing accrual-basis taxpayers on advance re- 
ceipts, involving such items as membership fees,* advance rentals,’ sales of cou- 
pons for automotive services,’ fees for health services and use of related facil- 
ities,® sales of airline tickets,’ and charges for handling merchandise out of ware- 
house.” 

The Treasury has made an exception to this general rule in the case of pub- 
lishers of newspapers and other periodicals. A publisher on the accrual basis 
who has consistently reported revenues from subscriptions proportionately over 
the subscription period is permitted to continue to use that method, provided ex- 
penses applicable to obtaining the subscriptions or to the subscriptions them- 
selves are correspondingly allocated over the subscription period.” 

Under generally accepted accounting principles, advance receipts of rentals, 
subscriptions, maintenance charges, membership fees, and similar items related 
to definite periods of time are taken into income proportionately over the period 
to which they relate. Revenues from services which are rendered upon demand 
when the customer presents a coupon or ticket as evidence of prepayment are 
recognized when the services are performed, except that income of a year in- 
cludes receipts from sales of coupons or tickets which experience indicates will 
never be presented. Revenues from contracts to render services for an indefinite 
period are recognized ratably over the period of years which experience indicates 
is the average duration of the demand for services under the contract. Gener- 
ally, expenses directly incurred in obtaining a prepaid-income contract and put- 
ting it into effect are deferred and deducted on the same basis as the revenues are 
recognized. 

Receipts under claim of right 


The tendency of the courts to attach great significance to the receipts of money 
by an accrual-basis taxpayer is also evident in the claim-of-right cases. The 
Supreme Court stated the claim-of-right doctrine as follows : ” 

“If a taxpayer receives earnings under a claim of right, and without restriction 
us to its disposition, he has received income which he is required to return (for 
tax purposes) even though it may still be claimed that he is not entitled to retain 
the money, and even though he may still be adjudged liable to restore its equiva- 
lent.” 

In that case, the Court held that an accrual-basis taxpayer had to report, in 
1917, profits from the operation of a property by a receiver which were turned 
over to the taxpayer in that year by the receiver, even though the taxpayer's 
right to such profits was being contested in the courts and the contest was not 
resolved until 1922. If the receiver had retained the funds until the litigation 
terminated, they would have been taxable at that time. Under sound accounting 
principles such an amount is taken into income only when the right to retain it 
becomes substantially assured, regardless of when the funds are actually received. 

Some court decisions “ show a tendency to hold that all amounts received under 
claim of right are taxable whether or not they are received as income. The 
courts have not, however, gone so far as to tax deposits on the sale of the prop- 
erty.” Under generally accepted accounting principles, no receipt is recognized 
as income until it has been established that it does, in fact, represent an item 
of income, and that such income has been truly earned. 


Dividends received 


The Treasury and the courts hold that dividends must be reported as income 
when received, even if the taxpayer is on the accrual basis.“ Under generally ac- 





* Automobile Underwriters, Inc. (19 B. T. A. 1160 (1930) ). 

‘Schultz (44 B. T. A. 146 (1941)); Elliot Co. (45 B. T. A. 82 (1941)): H. & G. Amuse- 
ment Co. (46 B. T. A. 1095 (1942)); South Dade Farms, Inc. v. Com’r. (supra). 

® South Tacoma Motor Co. (3 T. C. 411 (1944)). 

® Your Health Club, Inc. (4 T. C. 385 (1944) ). 

7 National Airlines, Inc. (9 T. C. 159 (1947)). 

* Capital Warehouse Co., Inc. v. Com’r. (171 F. (2d) 395 C. A. 8, 1948)). 

*T. T. 3369; C. B. 1940-1, 46. 

North American Oil Consolidated vy. Burnet (286 U. 8. 417 (1932)). 

1 . ae (T. C. Memo, Jan. 25, 1946) ; Gordon Estate (17 T. C. 427 (1951), aff’d 201 
(C. A, 6, 1952),). 
F. (2d) 171) (C. A. 6, 1952)). 

‘Veenstra € De Haan Coal Co. (11 T. C. 964 (1948) ). 

8 Tar Products Corp. vy. Com’r. (130 F. (2d) 866 (C. A. 3, 1942)); Com’r. vy. American 
Light & Traction Co. (156 F. (2d) 398 (C. A. 7, 1946) ). 
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cepted accounting principles, a dividend accrues as income when the recipient’s 
right to it becomes fixed. This is ordinarily on the record date specified in the 
dividend resolution or the date on which the related shares of stock sell ex- 
dividend. 

The court decisions cited justify their requirement that all taxpayers report 
dividends as income when received by the statement that whether the distribu- 
tion is from earnings or from capital cannot be determined until the distribution 
is actually made. Later decisions have cast doubt upon the validity of this 
premise.“ To eliminate the resulting confusion, the committee recommends that 
the law be amended so that the source of any corporate distribution shall be 
determined on the date on which the respective shareholders’ right to the dis- 
tribution becomes fixed. The distribution would also affect the computation of 
subsequent accumulations of earnings and profits of the distributing corporation 
as of that date. Such a rule should apply to all corporate distributions, regard- 
less of the method of accounting employed by the distributing corporation or by 
the recipient. 


DIVERGENCES INVOLVING THE TIME OF ALLOWANCE OF DEDUCTIONS 


Estimated costs and expenses 


The Supreme Court has stated * the rule that tax deductions are allowable on 
the accrual basis in the year in which all the events occur to fix the amount and 
the fact of the taxpayer’s liability for payment.” Earlier, in refusing to permit 
a general agent for insurance companies to deduct a provision for refunds of 
commissions which would have to be made on account of cancellations of policies, 
the Supreme Court had said, in effect, that when the specific events necessary 
to make a liability fixed and absolute have not occurred, the liability is contingent 
and, hence, any provision therefor is nondeductible, even though the amount can 
be estimated with reasonable accuracy.” 

Other decisions and rulings have similarly disallowed deductions when liability 
was not fixed by specific events. Provisions for essential expenditures to be in- 
curred in storing, weighing, grading, packaging, and shipping merchandise which 
had already been sold have been disallowed.” No deduction was allowed for a 
contractor’s estimated cost of restoring property damaged as a necessary incident 
to completed construction work from which the income had been earned.” The 
Illinois retailers’ occupation tax based upon sales was held to accrue when the 
sales were collected, not when they were made.” The Treasury holds that 
social security taxes accrue when the wages on which they are based are paid, 
not when the services are rendered.“ Pro rata monthly accruals of vacation 
pay due employees in service at a date in the succeeding taxable year were not 
allowed as deductions on the ground that the employer’s liability for the vaca- 
tion payments would not become certain until the arrival of the specified date.” 

These and similar decisions have led to the disallowance of a wide variety of 
ordinary business expenses in the year in which the related revenues are required 
to be reported. There have been a few decisions which permit deductions for 
estimated liabilities but these merely indicate legal confusion on the subject and 
give little promise of establishing a general trend. In one, the estimated cost of 


back filling strip-mined coal lands was allowed as a deduction.” In others, | 


cis inte (175 F. (2d) 641 (C. A. 9, 1949),) ; Roe v. Com’r. (192 F. (2d) 398 

15 Dixie Pine Products Co. v. Com’r. (320 U. S. 516 (1944)). 

16 One cireuit court has indicated, however, that if the fact of liability is established, the 
amount need not be fixed, if it can be estimated with reasonable accuracy and there is no 
contest as to either fact or amount. (Harold v. Com’r., 192 F. (2d) 1002 (C. A. 4, 1951).) 

17 Brown v. Helvering (291 U. S. 193 (1934) ). 

1% Central Cuba Sugar Co. v. Com’r. (198 F. (2d) 214 (C..A. 2, 1952), cert. den. 73 
Sup. Ct. 176) ; Pacific Grape Products Co. (17 T. C. 1097 (1952) ), on appeal. 

‘* Spencer, White & Prentice, Inc. v: Com’r. (144 F. (2d) 45 (C. A. 2, 1944), cert. den. 
323 U. S. 780). Where part of the contract price attributable to completed work is retained 
by the customer as a guaranty fund, an accrual-basis contractor is permitted to exelude 
the retained part from income. (Cleveland Trinidad Paving Co., 20 B. T. A. 772, aff’d 62 
F. (2d) 85 ‘C A. 6, 1932).) Where the amount retained by the customer approximates 
the contractor’s estimated cost of the restoration work, the result reached is the same as 
if the entire contract price had been included in income and a deduction allowed for the 
estimated cost of restoration. 

2 Swain & Myers, Inc. (42 B, T. A. 306 (1940) ). 

21G. C. M. 19692; C. B. 1938-1, 148. 

22 Tennessee Consolidated Coal Co. (15 T. C. 424 (1950) ). 

% Harrold vy. Com’r. (192 F. (2d) 1002 (C. A. 4, 1951)). 
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agents’ commissions were held deductible when sales were made, even though 
the commissions were not payable until the accounts were collected.™* 

Under generally accepted accounting principles, costs and expenses must be 
matched with the revenues to which they relate, in order that net income may be 
property determined. If the precise amount of any costs and expenses is not 
determinable at the time they are chargeable against revenues, they should 
be recognized on the basis of reasonable estimates. 

Adoption of these accounting principles for tax purposes would, among other 
things, permit accrual-basis taxpayers to establish reserves for anticipated costs 
and expenses such as those reserves which are now permitted in the case of 
bad debts. For example, if cash discounts are allowed customers for prompt pay- 
ment, the taxpayer can predict from experience the approximate percentage of 
the allowable discounts which will be taken, even though he cannot name the 
customers with certainty. If repairs or replacements will have to be made under 
guaranties on products sold during the year, the cost of such repairs or replace- 
ments can be estimated, even though it is not known which of the individual units 
sold will prove defective. Other illustrative items for which such reserves might 
be set up in appropriate cases are sales returns and allowances, freight allow- 
ances, quantity discounts, allowances for customers’ advertising, vacation pay, 
and certain injury and damage claims. Such reserves would be administered like 
bad debt reserves, with a reasonable addition to the reserve allowed as a deduc- 
tion annually. Any excess or inadequacy in the reserve disclosed by subsequent 
events would be corrected in the provision for the year in which the condition 
appeared. The Commissioner should have the power to disallow additions to a 
reserve of this type if he finds that the cests and expenses for which provision is 
made are not reasonably supported by the experience of the taxpayer or of 
others in a similar business. This power would be similar to the power the 
Commissioner now has to restrict the use of reserves for bad debts. 

The committee does not advocate the allowance as deductions for tax purposes 
of provisions for costs and expenses of a contingent or contested nature and as 
to which there is no reasonable certainty of their amount; nor does it recommend 
that for tax purposes such costs and expenses be related back to the year of 
occurrence if and when they materialize and the amounts thereof become de- 
termined. In its view, the present tax rule, if modified in one respect, would pro- 
vide a satisfactory and practical method of handling such items. Under the 
tax rule, a deduction is allowed for such contingent or contested costs and ex- 
penses only in the year in which the contingency or contest is resolved,” except 
that the deduction is allowed in the year of payment of a contested liability even 
if the contest is continued.” The committee believes the rule should be modified 
by eliminating the exception, so that the deduction would be allowed in all cases 
in the year the contest or contingency is resolved. 


Accruals and apportionments of property taxes 


The tax rules for accrual of property taxes are uncertain, in many respects, 
for the court decisions on the subject are conflicting. The principle of monthly 
accruals has been accepted by the courts where short accounting periods resulting 
from a change of fiscal year are involved.” But the courts and the Treasury in 
general adhere to the rule that a property tax accrues in toto on a certain critical 
date. The Supreme Court has held that a purchaser of property could not de- 
duct any part of property taxes which had become a personal liability of the 
vendor and a lien on the property prior to the sale.* The Treasury considers 
that this decision does not lay down a general rule for accrual either on the date 
personal liability arises or on the date the taxes become a lien on the property. 
It adheres to its previous holding that, in general, taxes accrue on the assessment 
date,” although it has taken a different position with reference to New York City 
taxes ® in deference to specific court decisions.” Whether the assessment date, 


* Ohmer Register Co. Com’r. (131 ¥ (2d) 682 (C. A. 6, 1942)): ae Cuba Sugar 
Co. v. Com’r. (198 F. (2a) 214 (C. A. 2, 1952), cert. den. 73 Sup. Ct. 167). These cases 
n 


and the Harrold case git 

* e Pine Products Co. v. Com’r., 320 U0. S. 516 (1944). 
c. Bene oe, Co. v. U. 8., 62 Fed. Supp. 574 (Ct. Cls. 1945):; G. C. M. 25298, 

7—2 9 . 

7 Com’r. v. Schock, Gusmer €& Co., Inc., 137 F. ). 750 (C. A—5, 1943); Allenic v. 
Atlanta Stove Works, Inc., 138 F. (2a) 452° (C. A.-5, 3). 

% Magruder v. Supple, 316 U. 8. 394 (1942). 

*®G. C. . 23512; C. B. 1943, 134. 

"G.C a C. B. 1949-2. 38. 

n dada, ne., 9 T. C. 199 (1947), an 171 FP. (2d) 367 (C. A.—2, 1949) ; Com’r. v. Milner 
Hotels, ie 173 F. (3a) 566 (C. A.—6, 1949). 


note 23 were all reversals of the Tax Court. 
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the lien date, the date personal liability arises, or some other date is the govern- 
ing date for accrual apparently must still be decided case by case. 

For general accounting purposes, the most acceptable method treats property 
taxes as accruing monthly over the fiscal period of the taxing authority for 
which the taxes are levied. This method is equally applicable whether the prop- 
erty is held throughout the period or is transferred during the period, since when 
property is sold, taxes for the current period are generally prorated between 
buyer and seller based on the period of ownership by each. No account is taken 
of such intricacies of local law as assessment dates, dates of issuance of assess- 
ment rolls and tax warrants, lien dates, dates upon which personal liability is 
determined, ete. 


Prepaid exrpenes 


In the case of most types of expenses which have been paid or for which liability 
has been incurred in advance of the year of related benefit, there is, from a prac- 
tical standpoint, little or no divergence between the accounting treatment per- 
mitted for tax purposes and that followed in general practice. There have been 
instances, however, where if a deduction for tax purposes was to be had for 
expenditures which clearly were for the benefit of subsequent periods it was re- 
quired that it be taken in the year-in which payment was made or liability 
therefor was incurred. These have had to do with advertising expenses. 

It would appear from the decision in one case that the only way in which 
the tax deduction for advertising expense can be postponed beyond the year in 
which the taxpayer makes the expenditure or becomes liable for payment is for 
the expenditure to be construed as an acquisition of a capital asset.” However, 
in another case, costs of preparation of a trade catalog were allowed as a deduc- 
tion in the year the taxpayer became liable for payment, even though the catalog 
was unfinished.” 

Under generally accepted accounting principles, when it is clearly evident 
that expenditures are for the benefit of future periods and there is a reasonable 
basis, both as to amount and time, for allocating them to future periods, they 
should be deferred and charged to such periods. While accountants generally 
take a conservative view of the duration of benefits from advertising, the facts of 
each case determine the proper period or periods to which advertising expenses 
should be charged. 


DIVERGENCES INVOLVING INVENTORIES AND PURCHASE COMMITMENTS 


Inventories must be compiled periodically and taken into account in order 
to measure properly the income of any business which includes the ownership of 
a stock of goods for sale or manufacture. The Congress has explicitly recognized 
that generally accepted accounting principles should control the computation of 
inventories; section 22 (c) of the Internal Revenue Code provides: 

‘Whenever in the opinion of the Commissioner the use of inventories is neces- 
sary in order clearly to determine the income of any taxpayer, inventories shall 
be taken by such taxpayer upon such basis as the Commissioner, with the ap- 
proval of the Secretary, may prescribe as conforming as nearly as may be to 
the best accounting practice in the trade or business and as most clearly reflecting 
the income.” 

Under the authority granted, the Commissioner has promulgated regulations 
which for the most part are in conformity with generally accepted accounting 
principles. There are certain deviations, however, which the committee feels 
should be corrected. Unlike other deviations commented upon in this report, 
administrative action without legislation should be sufficient to make the correc- 
tions. 


Basis of pricing inventories 

In defining “cost or market, whichever is lower,” the regulations™ make 
replacement cost the primary test of “market,’ but require reduction below re- 
placement cost if the taxpayer’s actual selling price for the merchandise, less 
direct costs of disposition, is less. Under generally accepted accounting prin- 
ciples, the tests are the same, except that “market” cannot be less than net 
realizable value reduced by an allowance for an approximately normal profit 
margin. This limitation prevents adjustments for erratic fluctuations in the 


32 See Y-Pando Corp., 7 T. C. 48 (1946). 
% Carey Machinery and Supply Co., Inc., v. Hofferbert, D. C. Md., Jan. 25, 1950. 
*% Sec. 39.22 (c)—4, Reg. 118. 
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price of raw materials on the open market, if the taxpayer’s selling price is 
not influenced by such fluctuations, The regulations recognize the principle 
only where the taxpayer has entered into firm sales contracts at fixed prices 
which protect it against loss. 

The regulations also require that in applying “cost or market, whichever is 
lower,” the cost of each article in the inventory must be compared with its “mar- 
ket” price. Under generally accepted accounting principles, this method is proper 
in some instances. If, however, a number of articles enter into a single major 
product category and the various components are in balanced quantities, a com- 
parison of cost with market on the totals for the group as a whole is favored. 
The purpose of making the comparison in this manner is again to avoid adjust- 
ments to “market” where future selling prices of the inventory are not expected 
to be affected. 


Losses on purchase commitments 


Losses very similar to those reflected in write downs of inventory to market 
are suffered when the market price declines below the price at which a business 
is committed to purchase goods for future use in the business. In general, such 
a loss is not deductible for tax purposes. The general rule against deduction of 
unrealized losses prevents allowance of such a loss other than through inventory 
valuations, and the regulations * apparently prohibit reflection of the loss through 
inventory, since goods to which title has not been taken cannot be included. Cer- 
tain taxpayers using the LIFO inventory method are, however, in effect permitted 
to recognize losses on commitments by treating purchase and sales commitments 
as actual purchases or sales, provided such a method is consistently followed and 
is approved by the Treasury as clearly reflecting income.” Dealers in cotton, 
grain, and similar commodities who carry their inventories at market value are 
permitted to recognize profits or losses on open futures contracts which are hedges 
against inventory or forward purchase or sales contracts.” 

Under generally accepted accounting principles, accrued net losses on firm pur- 
chase commitments for goods for inventories, measured in the same way as are 
inventory losses, must be recognized in all cases. Such requirement is limited to 
losses which arise from firm, uncancelable and unhedged commitments, and does 
not apply where the taxpayer is protected from loss by firm sales contracts or 
where other circumstances reasonably assure continuing sales without price 
decline. 


DIVERGENCES INVOLVING RECOGNITION OF GAIN OR LOSS 


Treasury stock 


Where a corporation sells shares of its own stock which it had previously 
acquired and held in its treasury, the regulations hold that gain or loss is recog- 
nized if the corporation ‘“‘deals in its own shares as it might in the shares of 
another corporation.” ” The courts have upheld the regulation and have applied 
it in such a way as to tax gain on virtually any sale of stock other than an original 
issue.” 

Under generally accepted accounting principles, the purchase and resale by a 
corporation of its own stock are capital transactions and do not give rise to 
corporate profits or losses. From an accounting standpoint, there is no essential 
difference between (a) the purchase and retirement of a corporation’s own stock 
and the subsequent issue of new shares and (b) the purchase and resale of its 
own stock. The Treasury’s rule which recognizes gain or loss in the latter case 
but not in the former exalts form over substance and should be eliminated by 
legislation. Such legislation should not interfere with the present rules which 
recognize gain or loss on a transaction involving the receipt of stock in settlement 
of an account receivable and allow a deduction for compensation paid in stock. 


Returnable containers 


Where merchandise is sold to customers in returnable containers, the Treasury 
and the courts make the tax treatment of the containers depend upon whether 


% Sec. 39.22 (c)—1, Reg. 118. 

Sec. 39.22 (d)-—1 (b), Reg. 118. 

7S. M. 5693; C. B. V—2, 20 (1926). 

% See. 39.22 (a)—15, Reg. 118. 

*® See, for example, Com’r. v. Batten, Barton, Durstine € Osborn, Inc., 171 F. (2d) 474 
(C. A—2, 1948), rev’g 9 T. C. 448, cert. den. 338 U. S. 816: Com’r. v. Rollins Burdick 
Hunter Co., 174 F. (2d) 698 (C. A.—7, 1949), rev’g 9 T. C. 169; Com’r. v. Porter & Co., 
Inc., 187 F (2d) 939 (C. A.—3, 1951), rev’g 14 T. C. 307. 
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title to them passes to the customers.” If title passes, the vendor must treat 
the transaction as a sale of the container as well as the merchandise. Payment 
of the agreed amount upon return of the container is deemed a repurchase of 
the container. If title does not pass, the amount paid by the customer is treated 
as a deposit liability, which is canceled when refund is made to the customer. 
Unclaimed deposits are taken into income on a systematic basis developed from 
experience. The containers themselves, if they have a useful life in excess of 
1 year, are capitalized and depreciated over their useful lives. 

Under generally accepted accounting principles, the proceeds from the “sale” 
are treated as a deposit liability, whether or not title technically passes. The 
rule developed by the courts for use where title passes conflicts with the ac- 
counting principle that no income results from a conditional sale accompanied 
by a burdensome obligation to repurchase on demand. 

Property acquired by foreclosure 

Where a mortgagee or pledgee of property bids in the property at a foreclosure 
sale, the regulations “ divide the transaction into two parts. The difference be- 
tween the bid price at foreclosure and the fair market value of the property at 
that time is recognized as loss or gain on the exchange of the indebtedness for 
the property. To the extent that the amount of the indebtedness exceeds the 
bid price, a bad debt deduction is allowable, if the debt is otherwise uncollectible. 
In the usual case where there are, in effect, no competing bidders, the mortgagee 
can control the bid price so as to achieve the most favorable tax result. The 
result may, however, be completely artificial. 

Generally accepted accounting principles recognize that, actually, the creditor 
has merely received the property to be applied against his investment in the debt, 
and require that the excess of his investment over the fair market value of the 
property be treated as a bad debt if it is uncollectible. Under accounting princi- 
ples, income determination follows the realities of the situation rather than legal 
formalities which have no practical significance. 


The Cuamman. Does that complete your statement ? 

Mr. Seman. Yes, Mr. Chairman. I thank you for the opportunity. 

The Cuatrman. We thank you for your appearance and the infor- 
mation given the committee. 

Mr. Reed of New York will inquire. 

Mr. Reep. I am glad to see you, Mr. Seidman. I regret I was a 
little bit late. I assume that this document you asked to have inserted 
in the record is the same as the one on my desk. I did not have an 
opportunity to see whether it is the same one or not. 

Mr. Serpman. It is the same document. 

Mr. Reep. Thank you very much. 

The Cuatrman. Are there any further questions? 

Mr. Simpson, of Pennsylvania. 

Mr. Srmpson. I assume, sir, that your purpose in recommending 
the 10-year period is to lessen the impact of the burden each year. 

Mr. Seroman. That is correct, sir, born out of the estimate of revenue 
loss that has been mentioned. 

Mr. Suweson. But I still do not know how much the loss would be 
which would be divisible over 10 years. 

Mr. Srrman. No, but if the estimated revenue loss is a billion 
dollars, then presumably the effect of a 10-year spacing would be 
$100 million a year. If it is anything like the $5 billion—which the 
Secretary describes as fantastic—then it would be $500 million. 

Mr. Stmpson. Do you see a possibility it might run to $5 billion? 

Mr. Serpman. I am now way out of my territory in terms of any 


competence to arrive at an estimate, but I would say that $5 billion 
is impossible. 


“ La Salle Cement Co. v. Com’r., 59 F. (2d) 861 (C. A. 7, 1932), cert. den. 2 8. , 
“ Sec. 39.23 (k)—3, Reg. 118. (3S) COR ), cert, den. 287 U. S. 624 
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Mr. Smwpson. Do you think it is well over $1 billion? You are 
hesitant about saying $5 billion. Is it somewhere between $1 billion 
and $5 billion ? 

Mr. Seman. In our opinion, out of our informal discussions, we 
don’t think it could run more than $500 million. 

Mr. Stupson. Consequently, based on the 10-year spread, it would 
not run over $50 million a year? 

Mr. Seipman. That is correct, sir. 

Mr. Smupson. That $50 million is approximately the original esti- 
mate of the $47 million to $50 million loss ? 

Mr. SeipMan. Very close. 

Mr. Siapson. Of course, the extent of the law as written has never 
been determined, has it, yet? The regulations that were issued sought, 
as I understood it, to limit the area of the law. 

Mr. Seman. It sought to particularize the area. The law, as you 
know, lays down general standards. The committee reports indicate 
specific subjects, or, at least, cover some of the specific subjects. 

The regulations deal with the subjects more completely. 

Mr. Stupeson. Now, would you change the wording of the law in 
any way other than with respect to the number of years? 

Mr. Setpman. Yes. We would also change the wording of the law 
so that the Secretary or his delegate, through his regulation, would 
have the right to delimit the items that conform to the standards laid 
down in the law. 

Mr. Stupson. Would you limit him at either end? Would you give 
him authority to change in any respect that which I take it you con- 
sider to be really the desirable point, namely, to make the accounting 
methods used by your profession coincide with the practice that the 
Government will use in income-tax returns? Would you authorize 
him to deviate from that? 

Mr. Serpman. What we have in mind does not authorize a deviation. 
We have in mind that the law now prescribes standards. We would 
suggest that the Secretary be given power to come out with regula- 
tions, under those standards, that would be binding. 

We do not have the slightest uneasiness that the Secretary would 
in any way deviate from the standards prescribed in law. 

Mr. Srupson. Then you would in effect be letting the law stay as it 
is now except for the period of spacing, increasing that to 10 years? 

Mr. Seman. With the further provision that the Secretary’s reg- 
ulations would be binding as to the application of the law to specific 
items. 

Mr. Stuson. Without limit? 

Mr. Seman. Without limit. 

Mr. Stmupson. But you would quite properly trust that he would not 
go beyond the point of deviating between what Congress intended 
when it passed it, namely, that we should conform the Federal require- 
ment to accounting practices? 

Mr. Semman. That is correct, sir. We have no concern on that 
account. 

There is already a legislative history, through the committee reports, 
to indicate the committee’s thoughts on some particular items. 

Mr. Stmpson. At the time we adopted the plan here a few years ago 
which accelerated the payment of tax by corporations, we did not 
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throw the entire burden on the corporations at one full swoop at that 
time; did we? 

Mr. Seman. That is correct. 

As a matter of fact, you have there, too, a 10-year stretchout. It 
was 5 years es and now the 1954 laws makes another 5-year 
period to complete the transition whereby corporations will be on a 
pay-a-syou-go basis. That is a 10-year spread all told. 

Mr. Srupson. I have just one other point. 

If we repeal this act from the start we are taking a step backward 
as I see it, where we may never take up again. We have been a long 
while getting this far. I gathered from the Secretary’s comments 
that considerable study will be necessary to come up with any accept- 
able proposition which would in 1 year permit this change. 

Do you have that idea that it will be extremely difficult if we repeal 
it now? 

Mr. SempMaAn. We are in hopes, of course, that you will not repeal it. 
I, myself, entertain the same fear that you have expressed, Congress- 
man. We believe that all of the study that has been necessary was 
made before Congress at long last adopted this provision in the 1954 
law. 

We also hope that by reason of our presentation this morning we 
have indicate to you how the transition can be handled, simply and 
effectively. 

Mr. Stmeson. I want to agree with the others that you have made an 
excellent presentation. Thank you, sir. 

Mr. Serpman. Thank you, sir. 

The CHarrman. Mr. Seidman, we respect you and your great pro- 
fession that you are here speaking for at this hearing. 

I would like to ask you a question for information. 

Assuming that the committee favorably reports the pending bill, 
H. R. 4725, to the House, do you have any recommendations to make 
to the committee with reference to what should be included in the 
technical amendment which Mr. Williams of the Treasury Depart- 
ment stated was being prepared for the committee to eliminate the 
possibility of interest and penalties being imposed by reason of the 
enactment of the bill? 

Mr. SxipMan. No, sir; we do not. We were acquainted with the 
fact that Mr. Williams had indicated that this was being worked on. 
We know that it is in competent hands so we did not concern ourselves 
with the wording of that area at all. 

We shall, however, Mr. Chairman, be glad to work with Mr. Wil- 
liams or anybody else that may be designated in the drafting of any 
such provision. We are in hopes that it will become unnecessary. 

The Cuairman. Are there any other matters that should be included 
in such an amendment? 

Mr. Seman. I do not know of any, sir. 

‘Lhe Cuarrman. I thank vou. 

Mr. Reed of New York will inquire. 

Mr. Reep. I just wanted to emphasize one fact. The objective 
which you sought to obtain by your original recommendation, you 
still consider absolutely sound, do you not? 

Mr. Semman. No question about that, sir. 
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Mr. Reep. I do not know how much figuring you have done on this, 
but your best estimate is that the revenue loss under section 462 prob- 
ably would not exceed $500 million. Is that true? 

Mr. Serpman. That is correct, sir. 

I might add that instead of being in the area of estimating, we are 
not too sure that we may be just “guesstimating.” 

The Cuarrman. Mr. Mills, of Arkansas, will inquire. 

Mr. Miris. Mr. Seidman, I am not particularly concerned about 
whether the revenue involved is $500 million or $1 billion, or $5 billion, 
or any other figure. 

But I am interested in the assumptions that you made in order to 
arrive at the conclusion that $500 million is perhaps involved in this 
item. 

Mr. SemMan. Congressman, we went about it this way: A group 
of us, of the tax committee, discussed the question of the possible im- 
pact on the revenue while the 1954 revenue-revision bill was before 
the Congress. Our group, in a sense, represents a cross section of 
contact between the accounting profession and business taxpayers. 

We recognized that we were going to have to pull figures out of the 
hat, so to speak. We did not know how we could make any reliable, 
statistical compilation of any figure. We did not know how the Gov- 
ernment might proceed in such a problem, either. 

But in a horseback way, we tried to arrive at some idea of what was 
likely to be involved. Our views met on something like a half billion 
dollars. 

I must also say that we thought that that might even be on the high 
side. 

Mr. Miuts. Did you make any sampling of returns ? 

Mr. Seman. No,sir. The samples existed in our own mind, based 
upon our own contact with returns and the knowledge we drew from 
the members of our profession. 

Mr. Mitts. Does your figure include the assumption that the Secre- 
tary has the discretion to determine the items that will be reserved 
against it? 

Mr. Semman. No, sir. At that time the Secretary had not yet had 
that discretion. We had recommended that he be given the discretion. 

Mr. Mitts. Thank you. 

The CHarrman. Mr. Kean of New Jersey will inquire. 

Mr. Kean. You go back to your estimate made last spring. 

Mr. Seipman. Yes. 

Mr. Kean. Why can you not estimate very closely right now because 
all the accountants in the United States have actually been working on 
these figures? The corporation income tax is due on March 15.. It 
seems to me that by taking a sample of a few businessmen that you 
could come very close to finding what the estimate is. 

I have just done it informally with a couple of my friends. I asked 
a couple of my friends how much they were going to save in income 
taxes under this provision and though the sample is so small that it is 
not of any value, the average of the few I talked to was about 10 per- 
cent of the tax that they would save. 

So that would figure if those people were the average and the corpo- 
rate tax return is estimated at $17 billion that the cost of this provision 
would be $1,700 million. 
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It seems to me you would be in a position where you could take 
“are very quickly to get a very good estimate if you wanted to. 

Mr. Szmpman. Congressman, I ought to first point out that this pro- 
vision is not limited to corporations. It also extends to proprietor- 
ships and partnerships. 

So, in determining the figure to which that 10 percent applies, you 
may have to gotoa higher base than $17 billion. 

There are many more proprietorships than there are corporations. 

Mr. Kean. The amount of taxes that they pay is very small. 

Mr. Serpman. That is relatively correct. But what you have sug- 
gested points up something very dificult. 

In a sense we have done a type of sampling among ourselves, but we 
think it is very inconclusive and can easily be misleading. A good deal 
would depend, for example, on the extensiveness of the sampling. 
Certainly a little sprinkle would not get you very far. The sample 
must also be extensive, because you have many types of taxpayers that 
are involved. 

Mr. Kean. But in discussing with Mr. Mills, you just went back to 
what you were guessing last year before there was the slightest indi- 
cation that the people were actually sitting down and practically 
working this thing out. 

Mr. Tnasste, That is correct, sir. 

Mr. Kean. From your indication that you have from the people you 
have talked to, you still believe that that original estimate is accurate ? 

Mr. Serpman. No, Congressman. I do think that since that time 
we have heard some expanded ideas of what is embraced by this pro- 
vision. That is why we feel that it is important to put the lid down 
on the scope part of the provision, so that there can be no question 
whatsoever that it does not spill over beyond the area originally 
intended. 

The CuatrMaNn. Mr. Mason of Illinois will inquire. 

Mr. Mason. Mr. Seidman, I want to try to summarize if I can, your 
recommendations. First, you recommend that this bill before us not 
pass, that we do not repeal these two provisions. 

That is right, is it not ? 

Mr. Serpman. That is very much correct, sit. 

Mr. Mason. Secondly, that the spread of the impact shall be over 
10 years rather than this first year regardless of the amount? 

Mr. SripMANn. Yes, sir. 

Mr. Mason. And, third, and I think this is the important thing, 
that the Secretary be given the power to determine the items so that 
when they have been determined there will be no court action or 
any other trouble; he has the power; he circumscribes the items that 
shall come in under these provisions. Then you do away with his 
headache and all possible oon of expanding this thing to become 
outrageous. Is not that right? 

Mr. Semman. Congressman, I wish I could have said it that well. 

Mr. Mason. Now, those are the three things, Mr. Seidman, that I 
feel this committee wants to do. 

We do not want to take that backward step and repeal this thing and 
forget all about it, or spend a lot of time on it, but we do not want to 
open up the doors so that there is a $5 billion loss even to spread over 
10 years. 
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So we should circumscribe it by saying that the Secretary has the 
power to determine the items, and no one can question that power after 
he has determined it. 

Mr. Serpman. We are in complete agreement with that. 

The Cuatrman. Mr. Forand of Rhode Island will inquire. 

Mr. Foranp. Mr. Seidman, when the Secretary of the Treasury was 
before the committee he was very positive in his recommendation that 
section 462 be repealed. 

Now, has the recommendation that you have made to the committee 
this morning been presented to the Treasury at any time ? 

Mr. Sempman. The 3-year stretchout was presented to the Treasury 
when this provision first started. Our recommendation about limiting 
the scope so that it should be within the discretion of the Secretary 
— likewise presented to the Treasury when the bill was first being 

orn. 

Our present statement was not presented to the Treasury. 

Mr. Foranp. That would leave only the 10-year stretchout that has 
not been presented to the Treasury ¢ 

Mr. Seman. That is correct, sir, and also the fact that our rec- 
ommendation with respect to limiting the bounds of the provision was 
to be in the law. But now it appears that because of the way the law 
happens to be technically worded, it may not have been precisely 
covered. 

Mr. Foranp. Then I am to assume that when the Secretary ap- 
peared before the committee last week, he was aware of about one-half 
of the recommendations that you made this morning / 

Mr. Sreipman. I gather, Congressman, that the Secretary personally 
was probably not aware of our recommendations. At least, he indi- 
cated at a hearing earlier than his last appearance that he had not 
been aware of those recommendations. 

I think that Congressman Mills brought to his attention our recom- 
mendations. I do not recall quite what his answer was, but I had the 
impression that he said personally had not been aware of them. 

Mr. Foranp. If I recall correctly what he said at the time Mr. Mills 
questioned him, was the fact that he had not heard about the so-called 
windfall provisions. 

But insofar as being acquainted with the particular details, he 
seemed very positive last week, and that is what prompts me to ask 
you whether or not he was aware of these suggestions or recommenda- 
tions that you are making here this morning. 

I, therefore, from your answers, have to assume that at least the 
Treasury people, if not the Secretary himself, were pretty well aware 
of the recommendations of your organization. 

Mr. Serpman. It would certainly be correct in respect to the Treas- 
ury people. 

Mr. Foranp. Thank you very much. 

That is all, Mr. Chairman. 

The Cuarrman. Mr. Baker, of Tennessee, will inquire. 

Mr. Baker. What is your estimate and that of your associates as 
to the effect revenuewise of section 452? 

Mr. Seipman. We never took a poll on that, Congressman, any- 
thing that I would say would just be a stab in the dark. 

But I do feel that it would be very much below any such figures 
that we have been talking about this morning. 
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Mr. Baxer. Well, if we are going to intelligently understand this 
thing, we are going to have to know something better than that. 

How much do you think is involved in all, say, from a gross stand- 
point, in section 452? 

Mr. Sermpman. I can take a quick huddle around this table with my 
colleagues, and you can see how these estimates are formed. 

Mr. Baxer. It is about the same thing with section 462 except that 
you and your associates are speaking from actual returns of clients? 

Mr. Seman. That is correct, sir. When you say actual returns 
of clients, first, let me indicate that very few returns have in fact yet 
been filed under the 1954 law. 

I have just taken a quick poll. You may be interested in knowing, 
Congressman, that the figures that have been mentioned by my group 
here, in this very summary way of approaching it, ranges from 3 
to 10 million dollars. 

Mr. Baxer. That is, there would be a possible estimated revenue 
loss from 3 to 10 million dollars in 1954? 

Mr. Semman. That is correct. 

Mr. Baker. If section 452 remains a part of the code? 

Mr. Serpman. That is correct, sir. 

Mr. Baxer. Is there anything fundamentally wrong with 452? 

Mr. Seipman. No, sir. 

Mr. Baxer. Does your organization consider it sound and good 
legislation ¢ 

Mr. Semman. Very much so. 

Mr. Baxer. Is it important? 

Mr. Seman. Yes, sir; important to bring income taxes in line with 
good accounting. That is a very desirable step. 

Mr. Baxer. More important than the money would indicate? 

Mr. Sempman. Much more. 

Mr. Baxer. Do you have any suggestions as to any change in lan- 
guage of 452? 

Mr. Sempman. No, sir. 

Mr. Baxer. You used the 5-year prepaid example. That would 
mean that if a corporation enters into a lease with a landlord for a 
building and pays 5 years in advance, under the present law they only 
take one-fifth each year of the 5 years? 

Mr. Serpman. Under the present law, that is correct. 

Under the old law the whole 4 years would have to be reported all 
at one fell swoop. 

Mr. Baxer. That is under the law prior to the 1954 code. 

Mr. Seripman. Under the law prior to the 1954 code they would have 
to report the entire 5 years in the year in which they collected it, 

Under the present law it is spaced out over the 5-year period. 

Mr. Baxer. Both the payor and the payee? 

Mr. Seman. No, sir; this is the irony of it. The payor cannot 
take it as an immediate deduction; he spaces it out. The recipient 
reports it in full immediately. 

Mr. Baxer. Under both Sa 

Mr. Serpman. Under both laws as to the payor; that is correct. 

Mr. Baxer. I think that is all. 

The Cuarrman. Are there any further questions ? 

Mr. Curtis of Missouri will inquire. 
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Mr. Curtis. Mr. Seidman, you state: 


No income escapes tax, nobody gets a deduction twice. The problem, as you 
will see, is how best to get a deduction once. 

Now, then, we have been talking about the loss of revenue and the 
impact in the first year. When do you begin to recoup that loss? 

Mr. Sermpman. The deduction that is taken in the 1954 tax that 
otherwise would be taken in 1955 no longer becomes deductible in 
1955. 

Mr. Curtis. So you start recouping pretty quickly. When you 
talk about revenue loss you are simply talking about an immediate 
impact, but over a period of whatever the tax cycle might be you will 
regain that lost revenue, will you not ? 

Mr. Seman. There is no question at all but that over the period 
of the reserve cycle which may be the life of that business anything 
that gives rise to a larger deduction in 1954 than if the law had not 
been changed, will ultimately be met by a smaller deduction. 

Mr. Curtis. Exactly so. “That is what I want to get into. 

Have you made any estimates? I remember on some of these items 
like depreciation and so forth, which is very similar, where you have 
an immediate revenue loss, but over the period of what we were talk- 
ing about as a tax cycle rather than a business cycle, there was no 
revenue loss_ 

Now, there was some estimate of what is the tax cycle. I do not 
know but you, by the suggestion of 10 years, might be intimating that 
all loss that would be sustained, if it were a half billion dollars, would 
be regained in a period of 10 years. 

Mr. Serpman. That might not be quite so, Congressman. It may 
very well be that you did not catch up with the regaining until the end 
of the life of the particular reserve which may be the end of the 
business. 

Mr. Curtis. That is exactly the sort of thing I want to get into. Is 
that completely true, for example, on your example that you give of 
the air conditioner where the taxable gain should be minus the $24? 
That particular item would be alae pretty quickly, would it not? 

Mr. Serpman. If there were no sales of an air conditioner in 1955, 
it would be regained immediately, but if there is a sale of an air con- 
ditioner in 1955, it then would be entitled to its $24 reserve at the end 
of 1955, and that process would continue. 

Mr. Curtis. All you are saying is that it would continue until there 
was no sale? 

Mr. Semipman. That is correct, sir. 

Mr. Curtis. Or as Mr. Kean suggests, until you go out of business. 

Now, the question I was asking is this: From a revenue standpoint 
assuming a figure of a half billion dollars, I can see how some of that 
money would be pushed on, but a great deal of it would be recouped, 
would it not, during the period of 7 to 10 years ? 

Mr, Semman. It would certainly be recouped in this way: If the 
amount of the reserve each year were declining, then there would be 
automatic recoupment to that extent. 

It might also oe recoupled to the extent that there was any elimina- 
tion of the guaranty of the product. 

Assuming a stability in volume, and continuation of the guaranty, 
it would not be recouped until the end of the life of the taxpayer. 

Mr. Curtis. Of the taxpayer ? 
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Mr. Serpman. Of the business. 

Mr. Curtis. So, then, in your judgment, well, from the practical 
standpoint, then, your answer is a real income loss? 

Mr. Sewman. The overall picture can never be an income loss. 
If you take the business at the start and take it at the end, there is no 
more deduction than the 100 percent figure. 

Mr. Curtis. Then getting back to a discussion of tax cycle, of 
course, we do know over a period of years businesses come and go and 
whether they go actually out of business or are sold, you have the 
breaking point where you would make this same determination, would 
you not? 

Mr. Semwman. That is correct. 

Mr. Curtis. So over a period of 10 years there would have been 
in this transition a great deal of recoupment ? 

Mr. Semman. That is reasonable. 

Mr. Curtis. You see, what I am concerned about, on items like this 
there has been a great deal of misunderstanding, let us put it, by 
certain people who seem to regard the fact that there is an immediate | 
revenue loss as if there is actually a definite revenue loss such as we 
would sustain if we reduced rates or actually gave a deduction we did 
not give before and these people will take that revenue loss and inter- 
pret it as a tax cycle revenue loss. 

This seems to me, from the way you are discussing it and describing | 
it, as one of those items that is not an overall revenue loss. It is an | 
immediate one, but it will be recouped over a period of years. 

Mr. Seman. That isa fair statement of the situation. 

Mr, Curtis. Thank you. 

The CuarrmMan. Are there any further questions? 

We thank you for your appearance and the information given the 
committee. 

Mr. Seman. Thank you, sir. 

The CHatmrman. The next witness on the calendar is Mr. Paul D. 
Seghers. 

Is Mr. Seghers here? 

Come forward, please, sir, 

Will you please give your name and address and the capacity in 
which you appear for the record. 


STATEMENT OF PAUL D. SEGHERS, CHAIRMAN, COMMITTEE ON | 
FEDERAL TAX LEGISLATION, FEDERAL TAX FORUM, INC. 


Mr. Secuers. My name is Paul D. Seghers, attorney, New York | 
City. 

I am here as chairman of the committee on Federal tax legislation | 
of the Federal Tax Forum, Inc., New York City. 

The Federal Tax Forum, Inc., of New York City, is a professional, 
nonpolitical organization of attorneys, tax practitioners, and privately 
employed heads of tax departments of large industrial organizations. 

We appear before you today to present reasons for retaining in the 
Internal Revenue Code the present sections 452 and 462, and sug- 
gestions for amendments of these provisions to meet certain valid 
objections to their present form. 

These provisions have to do only with determining in which year 
certain taxable income is to be reported and certain allowable deduc- 
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tions are to be taken. They do not allow the double deduction of any 
expense, nor do they allow the deduction of any item of expense 
which would not be deductible without regard to these nr 

Our purpose in presenting this statement is threefold: 

1. To assist in finding ways to eliminate the grounds for all valid 
criticisms of these provisions in their present form ; 

2. To express our conviction that they should be amended but not 
abandoned and repealed ; and 

3. To answer some of the unjustified criticisms leveled against them. 

First of all, let’s briefly dispose of point 3 before proceedings to 
constructive suggestions regarding means of correcting the real de- 
ficiencies in these provisions. 

The charge that these provisions are “loopholes” in the law is 
patently false. They present an open door, with the large sign over it, 
“Welcome, Come In.” The door has been opened; taxpayers have 
walked in—are they now to have the floor pulled out from under 
their feet ? 

A loophole is an unintended opening or mistake through which the 
purpose of Congress may be thwarted. ‘These remedial provisions 
were deliberately and intentionally incorporated in the code by Con- 
gress to afford taxpayers relief from certain existing injustices in the 
tax law. 

The purpose of these provisions is unmistakable—to correct past 
injustices in regard to determination of the year in which income- 
producing deductions are allowable, and when to tax income received 
in advance and yet to be earned. 

The wording of these provisions is clear, and their effect fully ap- 
parent and readily understandable. The two congressional tax com- 
mittees fully understood them and recognized their effects, as evidenced 
by the committee reports and the amendments adopted during their 
consideration. 

It is not fair or just to tax the income of any year without affording 
an opportunity to deduct all costs and expenses which produced that 
income. Neither is it just to tax income to be earned in the future, 
without any allowance for the expenses which will have to be borne in 
order to earn that income. 

Provisions designed and intended to prevent the continuance of 
these injustices surely are not loopholes in the law. Neither do they 
afford windfalls to taxpayers who obtain the benefit of the righting 
of past wrongs. 

No more on this subject need be said. Those who are not unwilling 
to be convinced, can see the injustice of the attacks on these provisions. 

The important questions remain: 

1. Should the principles embodied in these provisions be retained ? 

2. What changes should be made in order to safeguard the revenue ? 

The reasons given by representatives of business and the legal and 
accounting professions at. many congressional hearings, which finally 
resulted in the adoption of the present sections 452 and 462, are valid 
and compelling. 

I would like to interject here that 15 years ago I had the honor of 
appearing here for the Federal Tax Forum and making a recommen- 
dation then which would have made sections 452 and 462 unnecessary. 

In other words, it would have accomplished the same purpose, less 

60303—55——8 
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detail, but specifically dealing with the subject, following good ac- 
counting practice, to determine in what year income and expenses be- 
long so as to match income with expenses. 

That is in the hearings of the second Revenue Act of 1940, on 
page 150. : 

We will not dwell on the advantages of bringing the determination 
of taxable income into harmony with good business and accounting 
practices, in the absence of specific statutory provisions requiring dif- 
ferent treatment. 

We do, however, wish to stress the justice of allowing in the com- 
putation of taxable income of the year, the deduction of all costs 
and expenses to produce that income, even though, at the end of the 
year, some of those expenses have not yet been paid, but are capable of 
being estimated with reasonable accurcay. 

Similarly, justice requires that income which is yet to be earned 
should be taxed only when it is earned and the costs and expenses 
of earning it can be deducted. 

Justice, then, would forbid the denial of these rights, which were 
given congressional recognition for the first time in sections 452 and 
462 of the 1954 Internal Revenue Code. 

Again I might interject and point out that according to most ac- 
countants and students of the law, 452 and 462 should never be neces- 
sary. The provisions that have been in the statute for over 30 years, 
interpreted as I think they were intended to be written, would give 
us this, because the whole purpose of the provision relating to the 
time for taking funds and the time for taxing income is to put those 
deductions and that income in the same year if you choose the accrual 
basis. 

If you choose the accrual basis, the whole purpose is to relate the 
income and the expenses to the time so that you do not get the income 
in one year and the expenses in another. 

If it had not been for what some people in the Treasury believed 
were badly presented taxpayers’ cases, we would never have had that 
distortion and timing of income and expenses would never have arisen. 

Many cases of extreme injustices resulting from past denial of these 
rights have been presented by numerous witnesses on this subject. 

These provisions will not prevent collection of the tax on a single 
penny of income, although chey would result in temporary hardship 
to the Treasury, means of alleviation of which are suggested herein. 

Why is there no “unjust enrichment” or “windfall” as a result of 
the “double deductions” which could be taken in 1954 under sec- 
tion 462? 

That is an important question for you gentlemen and I think the 
answer is very simple. 

Simply because the entire amount is properly allowable under past 
and existing provisions of law, only the determination of the year of 
deduction is affected by the new provisions. 

They allow no one to take any deductions that would not be allowed 
under the prior laws. 

The deduction for the reserve for estimated expenses applicable to 
the production of income taxed in 1954 is properly deductible in that 
year. 

Even expenses which cannot be determined with exactness but can 
be determined with reasonable accuracy—as the statute says, esti- 
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mated expenses existing at the beginning of 1954, relating to income 
of prior years, should have been deducted before 19: 54, but, under prior 
law, were not deductible prior to their exact determination in 1954. 

Is there any injustice in allowing the deduction in 1954 of all ex- 
penses of producing 1954 income, including unpaid expenses which 

can be estimated with reasonable accuracy ? 

Is there any injustice in allowing in 1954 expenses of producing 
taxable income of earlier years, which, under prior law, became deduc- 
tible only in 1954, and, if not allowed in 1954, would never be 
deductible ? 

Now, that is what the statute does and I challenge anyone to point 
out any injustices. 

If there is any injustice, it is not only in not having allowed in the 
earlier years all the expenses applicable thereto. 

There is an injustice, but the injustice was against the taxpayer. 

But you say there is danger in allowing the deduction of estimated 
expenses? Yes, there are many dangers in allowing taxpayers to claim 
any deductions for expenses not already paid in the taxable year. 

We have had that in our system for more than 30 years. 

Possible abuses, and means of combating them, are dealt with later 
herein. 

Section 462 already contains provisions, however, under which the 
Commissioner has the power, in his discretion, to deny any deduction, 
or portion thereof, which he finds unreasonable. 

Further, if it is determined that the amount of any reserve for such 
estimated expenses is, as of the close of the year, excessive, the Com- 
missioner has the power to add that amount back in computing the 
taxable income of that year. 

The Commissioner’s auditing problems in connection with these 
reserves will, with the further safeguards herein suggested, be far less 
difficult than, for example, those involved in attempting to discover 
unreported income. 

Pursuant to the authority granted him by section 462, the Commis- 
sioner has prescribed excellent regulations under that section. The 
umendments of section 462 suggested herein, plus approval of those 
regulations, subject to those amendments, should largely eliminate 
litigation and go a long way to prevent any abuses. 

Recommendations: ‘To satisfy the valid objections to certain aspects 
of section 462, and to lighten its impact upon the Treasury, we suggest 
that it be amended: (1) To enumerate the specific expenses for which 
reserves may be deducted; (2) to require, as a prerequisite for deduc- 
tion, that all such reserves be recorded on the books and shown in the 
accounting statements of the taxpayer; and (3) to allow, during the 
first 3 years the law is in effect, only one-third of the additions to such 
reserve to be deducted each year. 

We believe that the first two amendments would correct all the 
faults legitimately found with section 462 other than its immediate 
effect on the revenue. They would largely eliminate the grounds for 
litigation existing in the present provisions of section 462 and, along 
with the a preval of existing regulations, would reduce uncertainty 
as to the effect of these provisions and facilitate their administration. 

The first of these amendments also would greatly lessen the imme- 
iate reduction in cash receipts resulting from section 462. 
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In other words, that is not only an administrative amendment, but 
one which would considerably cut down the amount of tax-revenue 
loss. 

It is outside the field of our special competency to make estimates 
of the Treasury’s cash receipts as a result of different tax measures. 
We are inclined to believe, however, that our recommendation for 
spreading the loss of tax revenue over a period of at least 3 years, 
plus the restriction of the deduction to only a few specified expenses, 
should bring the immediate reduction in cash revenue down to reason- 
able proportions. 

Such a compromise would, we hope, largely meet the revenue needs 
while, at the same time, enabling the Government to act with justice 
and keep faith with taxpayers. 

In the long run, it pays to be fair and live up to promises, even 
in matters of taxation. 

There seems to be no serious attack on section 452, which lays down 
rules as to the year for taxation income to be earned in years follow- 
ing its receipt, so-called prepaid income. 

The same reasons of fairness and justice lead us to recommend that 
this provision be retained. 

If believed necessary for fiscal reasons, section 452 could similarly 
be amended so as to spread the reduction in tax revenue over a 3-year 
period. 

I thank you, Mr. Chairman. 

The CuatmrMan. Does that complete your statement? 

Mr. Srecuers. Yes, sir. 

The Cuatmrman. We thank you for your appearance and the infor- 
mation you have given the committee. 

Are there any questions ? 

Mr. Reed of New York will inquire. 

Mr. Reep. Mr. Seghers, I appreciate your presentation here. I 
remember you with pleasure on former occasions. 

There is nothing in your recommendations which would interfere 
in any way with cases currently pending in the courts? 

Mr. Secuers. No. Of course, there is no case pending under this 
462, and any amendment could be made retroactive. 

Mr. Reep. What you are endeavoring to do here is to cure the 
situation which has developed ? . 
Mr. Secuers. I do not think it has developed. It is to satisfy the 
fears of the Secretary of the Treasury that there would be a lot of 

litigation. 

Mr. Reep. Thank you very much. 

The Cuamman. Mr. Simpson of Pennsylvania will inquire. 

Mr. Srwpson. Mr. Seghers, you are in complete accord with the | 
desirability of adopting good accounting practices in connection with 
our tax laws, which is what we do in 452 and 462? 

Mr. Secuers. Yes, sir. 

Mr. Stmprson. Your principal deviation from the preceding witness 
had to do with your recommending 3 years, while he recommended 
10 years, for the period of adjusting the decrease in revenue. 

Now, being in accord with the principle, the matter of term would 
be a matter of the discretion of the committee. I assume you would 

not object to some other period between 3 and 10 if we saw fit? 
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Mr. Secuers. That is true. That is outside our field of compe- 
tency. 

Speaking individually, I personally think if the measure is right, 
and I believe it can be demonstrated that it corrects past injustices, 
I think 10 years is a rather long period. Nevertheless, we have liv ~~ 
with it for over 30 years and if Congress feels that is all it ca 
stand 

Mr. Suapson. The principle is one highly to be desired and we 
ought to get it in and keep it since we have it: Is that your point ? 

Mr. SrcHers. Yes, sir. 

As to amendments, Mr. Seidman suggests that be done through 
regulation which will be equally satisfactory. We are putting it in 
these words to s say, if you want to be assured of that let Congress pass 
such. 

The amendment to the bill that is actually before you should be just 
to keep the number and change it to the necessary amendments of 
452 and 462. 

Mr. Stmpson. Thank you, sir. 

The CuatrmaNn. Mr. Boggs of Louisiana will inquire. 

Mr. Boges. Mr. Seghers, are you familiar with the estimate that the 
Treasury Department made last year of $47 million? 

Mr. Srecuers. I read about it in the newspapers. 

Mr. Boees. As a tax man what do you think of that estimate? 

Mr. Seauers. I would not call it an estimate. 

Mr. Boees. What would you call it? 

Mr. Secuers. It is a figure somebody put into a statement. I do 
not think any man who studied taxes and just had that question posed 
to him unexpectedly, sitting at the lunch table, would have come up 
with an estimate as low as that. ; 

Mr. Boces. You mean someone who was completely unfamiliar? 

Mr. Secuers. Not unfamiliar; I say a tax man, who is a student 
of tax law, and knows what is going on. But I say without any 
warning in advance, without any opportunity to consult any statistics 
or work up any estimates, just as I say offhand, I cannot conceive of 
anyone making an estimate as low as that. 

Mr. Boees. Do you not think the Treasury Department has some 
students of tax law ? 

Mr. Secuers. I do not understand that figure. 

Mr. Boces. Where do you think they got that figure? 

Mr. Secuers. I have heard some rumors as to how it was computed. 

Mr. Boees. What rumors did you hear? 

Mr. Secuers. You know they say there are three classes of liars, 
liars, damn liars, and statisticians. 

Mr. Boces. What would be your estimate? Suppose we left these 
sections as now written, what would you estimate ? 

Mr. Secuers. Since the question was raised by the chairman and 
several members of the committee, I have been turning in my own 
mind how I would proceed to estimate. I agree with Mr. Seidman 
in a small sampling, that a small sampling is not a fair a »yproach. 

But this is the approach that occurred to me. One of the big ele- 
ments of expense is cost of goods. Now, in this 462 would not increase 
your cost of goods one penny. So there is a tremendous element of 
deductions that is unaffected by 462. 
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Your next big item of expense is your labor, your payroll. Aside 
from vacation pay and claims for injury, this 462 would not give you 
an additional penny of deduction. 

Mr. Boces. How much do you think vacation pay might amount to? 

Mr. Srcuers. Say that vacation pay averages 2 weeks, which I think 
is high, that is roughly 4 percent. Now, that would be 4 percent of 
the payroll. I hesitated a bit over that because I do not know whether 
it will represent an additional cost of 4 percent or 2 percent in the first 
year. 

’ After the first year it washes out because if your vacations come in 
the middle of the year you may find that the amount of estimated ex- 
pense is based only on a half year’s pay. 

So you have 2 percent of payroll if everybody gets 2 weeks vacation 
which I think would not work out. 

Not everybody takes cash discount. From experience, your expe- 
rience tables for the whole country, you will find there is a lot less than 
2 percent of the payroll. 

Mr. Boces. Suppose you had 2 percent of the payroll, what would 
it amount to? 

Mr. Secuers. I do not know the overall statistics. 

If I might, on the vacation-pay situation, one of my associates who 
happens to be down here connected with the Federal Tax Forum, re- 
minded me of a very muddled situation we have right now in that in 
the past, Treasury has been allowing vacation pay to be accruing before 
462 was passed. And now after 462 is passed, they say you don’t 
need that ruling any more, we will withdraw the ruling. 

Now, the rug has been pulled out under vacation pay, now they are 
going to pull the floor out from under us. 

Mr. Boees. Getting back to that $47 million estimate, you say any- 
one who had just passing knowledge of taxes would know that this 
would cost more than $47 million. You said you had some rumors 
on how the figures came up. What were those rumors ? 

Mr. Secuers. I do not know whether it is proper for me to talk be- 
fore you as a witness on that. You could get a Treasury witness on 
that. I heard it second-hand. I heard of a step which in itself was 
legitimate. The only question is—it was only a step, how many other 
steps were taken, I don’t know. It would not be fair to say to a man, 
you use this one step, a perfectly proper step. 

But if he took another step it would not be far enough. 

Mr. Boces. The same people that estimated this item estimated all 
the other items in the revenue code of 1954. Has your group had a 
chance to look at some of the other items ? 

Mr. Secuers. We have always attempted to stay away from this 
question of estimating receipts. 

What we feel we are best competent to do is to express an opinion 
on just this kind of question as to the justice and fairness of treatment 
of any one item so as to determine what is the real income and the 
period in which it should be taxed. 

That is our specialty. We are technical men. We are not either 
fiscal men or economists under one name, or another. Weare technical 
tax people. We deal with technical tax questions and express our- 
selves rather brashly, but when it comes to estimate of receipts, that 
is a fiscal problem that we don’t study. 
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If there was not such an uproar over $47 million, I would not have 
assembled my thoughts even half as much as I have on this subject. 

Mr. Boees. Referring to your statement on page 7, No. 1, you recom- 
mend that we enumerate the specific expenses for w hich reserves may 
be deducted. 

Now, do you think that this committee could do that by legislation ¢ 
What expenses would you enumerate and if you enumerated them, 
would that be an exclusive enumeration / 

Mr. Secuers. We believe that something such as Mr. Seidman said, 
the regulations, would be a fair approach to it. We think that some 
way through the statute or through the regulations there should be 
something which would exclude the rather wild guesses which some 
taxpayers think they should take. 

I do not think it is the big business organizations that are going to 
take those things because they are being held by their accountants to 
recording facts, but the Treasury expressed fear of having to litigate 
a lot of unjustified claims. 

Since that was offered as one of the reasons for repealing this sec- 
tion, we said don’t cut the leg off, but try to cure the boil. 

Mr. Bocas. The Secretary ‘of the Treasury over here last. week said 
they could not write such a regulation. He said they had tried. 

Mr. Secuers. Well, Mr. Seidman offered for his committee, and 
I am sure we would be glad also to cooperate, to help to do anything 
that is needed for drafting of provisions that we know would work. 

Mr. Boees. Have you had a chance to read the Secretary’s state- 
ment before this committee ? 

Mr. Srcuers. No, sir. 

Mr. Boges. How does business react generally to the position taken 
by the Treasury Department head ? 

Mr. Secuers. The trouble with business is that they spend most of 
their time thinking about new business and when they wake up to 
what has happened to them they feel bad. 

If business followed all the legislation on the laws they would not 
make any money to tax. 

Mr. Boges. Does business approve of the position that the Secretary 
of the Treasury has taken, in your opinion / 

Mr. Srouers. I can’t be the spokesman for business. Those that I 
know of don’t like it. 

Mr. Boees. How about your group, the Tax Forum / 

Mr. Secuers. This measure, which gives justice, is a corrective 
measure we have been seeking vublicly, officially in this very com- 
mittee for 15 years. We don’t like to see it, when it is finally enacted, 
taken away. 

If the revenue cost is as high as they now fear—and when I say 
then, I mean the Secretary says they don’t think it is as much as a 
billion dollars—and the more I think about the items that cannot 
be legitimately estimated, the more I think some of those fears are 
exaggerated. 

Mr. Boaes. The Secretary indicated that they were conducting fur- 
ther studies in the Treasury Department and they might be back 
here in a day or two asking us to repeal some of the other provisions. 

What has been the reaction on that? 

Mr. Secuers. I don’t know what the other provisions are so I don’t 
know the reaction. 
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Mr. Boaes. Does that not create some feeling of uncertainty ? 

Mr. Secuers. I do not think it is good. 

Mr. Boces. I wonder if you would tell me whether your group 
approves or rn just yes or no, what the Treasury Depart- 
ment is recommending. 

Mr. Secuers. Our group does not approve what the Treasury De- 
partment has recommended here because all that has been recom- 
mended has been absolute repeal, no attempt to cure the patient, but 
to take him out at dawn and shoot him. 

The Cuarrman. Mr. Mason of Illinois will inquire. 

Mr. Mason. I want to get back to the line of questioning that my 
colleague here, Mr. Simpson, was making as to the contrast between 
your testimony and the previous witness. 

As I gather it, the only difference is this, that you say “spell out 
these items in the law,” and he said, “Give the Secretary of the 
Treasury the power to determine the items.” 

That is one difference; is it not? 

Mr. Secuers. I would not disagree with what he proposes and I 
do not think he disagrees with what I propose. 

Actually, the time available to get this was so short that our group 
did not work with his group. But I do not think there is any differ- 
ence of objective here at all. 

Mr. Mason. I do not, either. I can easily see how either one would 
cure that part of it, but considering that the items have been spelled 
out, whether in the law or in the regulations, that, then, in your esti- 
mation, would reduce the amount of possible impact upon the Treas- 
ury to such an extent that you would say, well, we could take that up 
in 3 years, while he said, “Well, it may be a little bigger; we should 
have 10.” Is not that the difference? 

Mr. Sreners. Yes, sir. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuamman. Mr. Seghers, I would like to inquire briefly for 
information. 

You are a tax attorney ? 

Mr. Srecuers. Yes, sir; and a certified public accountant of Illinois 
and of New York. 

The CHatmrman. You devote practically all of your time to tax 
work? 

Mr. Secuers. If my wife was not very long suffering, she would 
have divorced me long ago because I devote all my days and most of 
my nights to Federal tax study. 

The Cuarrman. Let me ask you the same question that I asked Mr. 
Seidman, for information. 

Assuming that the committee reports H. R. 4725 to the House, do 
you have any recommendations to make to the committee with refer- 
ence to what should be included in the technical amendment which 
Mr. Williams of the Treasury Department stated was being prepared 
for the committee to eliminate the possibility of interest and penalty 


being imposed by reason of the enactment of the bill? 
Mr. Srecners. Let me, if I may, Mr. Chairman, answer that in two 
parts. 
The first, until you asked Mr. Seidman that question it never oc- 
curred to me that we would have to struggle with that injustice be- 
cause I felt that if the rights of this thing, the merits of this thing, 
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were put before a fairminded group, that the group would not rec- 
ommend such an injustice as the repeal of these provisions. 

The Cuarrman. Now, that is not responsive to my question at all. 

I say, assuming the committee does een repeal of the bill. Can 
you give me a suggestion on this important point ? 

’ Mr. Seerers. I asked the privilege of putting it in two parts, be- 
cause I wanted to explain why I had given it no thought. 

Answering the second part, I say we have given it no thought. 
Someone had mentioned it. We said, well, if it looks like everything 
is going against us we will struggle for that. 

As Mr. Seidman said, we will be very happy to cooperate with the 
committee. We will be very happy to suggest a means of lessening 
the injustice in those cases. 

There is no way to do it quietly because to correct the injustice is 
to do an injustice. You have two taxpayers; one files his return on 
April 1 before this bill goes through, and he pay tax on the basis of the 
existing provisions of the 1954 code. 

Later in May or June this provision is repealed. And another tax- 
payer pays and he has to pay the full tax. 

Now, if you charge the first taxpayer interest on his deficiency due 
to following existing law, and retroactive repeal, you are only correct- 
ing an injustice to him. You are correcting what would otherwise 
be an injustice, but again you are doing an injustice to every other 
taxpayer who pays in May or June and pays under the new law, so 
that you cannot correct the injustice. You only have to make a choice 
who are you going to be unjust to. 

The Carman. Are there any other matters that should be in- 
cluded in such an amendment ? 

Mr. Secuers. I think that the amendment should be further amended 
so as to make the three changes in section 462 that we recommend and 
not make any other change. 

The CuHarrman. With all due deference to you, you are not helping 
me much. 

s Mr. Srecuers. I cannot think of any terms except to express my 
orror. 

The Cuarrman. You are coming down here testifying on this bill. 
Mr. Williams stated in a public hearing following the Secretary’s 
testimony that this sielinsitiel eenaedanaenl would be proposed. I would 
assume that you would be prepared to give us some help and assistance 
along that line. 

Mr. Secuers. We are prepared to do anything that we are requested 
to do, sir, but we came down here to oppose the Secretary of the Treas- 
ury’s recommendation. 

Therefore, since we opposed it in major principle, we couldn’t very 
well come down here and present a statement opposing his recom- 
mendation and then saying how he should do it. 

The Cuarrman. Now, I would like to inquire briefly about the point 
mentioned by other members of the committee and invite your atten- 
tion to the middle of page 8 of your statement where this clause ap- 
pears between the commas there: 


plus the restriction of the deduction to only a few specified expenses. 


Now, what do you mean by that? 
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Mr. Securrs. I mean, for example, if the amendment mentioned, 
the first amendment mentioned here on page 7, to enumerate expenses 
for which reserves may be deducted, if the deductions were limited as 
proposed in the regulations, for instance, there would be no allowance 
for future repairs to property owned by the taxpayer. 

Now, that is one of the things that undoubtedly the Secretary of 
the Treasury had in mind when he talked about litigation. If the 
expenses are enumerated, then there will be no difficulty over that 
proposal. 

The Cuatrman. Again I ask you, what are the few specified ex- 
penses you would provide? 

Mr. Secuers. If we made the recommendation and were asked 
which ones would the committee be willing, we tried to think of what 
the committee would be willing to accept. And our viewpoint was 
that the committee would enumerate the same expenses as are specifi- 
cally allowed or was specifically discussed as allowable in the last 
year’s committee reports and in the regulations they would be limited 
to these; reserve for sales returns and allowances, reserves for cash dis- 
counts, reserves for repairs and replacements on products sold under 
guaranty, that is the service contract arrangement. 

Reserves for freight allowances. Reserves for quantity discounts. 
Reserves for vacation pay, and reserves for certain liabilities for self- 
insured injury and damage claims. 

Now, of that there are only two large items in my estimation, the 
reserves for vacation pay and the reserves for repairs and replace- 
ments. 

Now, we are saying that that is a minimum amount of injustice. 
Some other taxpayer and some type of business that does not come 
to mind might be badly hurt, but this would prevent injustice; it 
would prevent the shock that comes after the books of the year are 
closed and the income is estimated and taxes estimated and dividends 
perhaps paid, to have Congress say “We didn’t mean it when we said 
you could take this deduction.” 

We think if it is limited to those it is not full justice, but it is better 
than the complete injustice of depriving everyone of the deductions. 

The Cuatrman. Is it your recommendation that we provide by law | 
the, as you express it, few specific expenses a taxpayer can take? | 

Mr. Secuers. We do, sir. 

The Cuarman. All right. Thank you. 

Mr. Curtis of Missouri will inquire. 

Mr. Curtis. Mr. Seghers, I would like to ask the line of questions 
that I asked Mr. Seidman. 

First, do you estimate there is no overall revenue loss in these pro- 
visions, sections 452 and 462? 

Mr. Sreuers. There can be no business loss because there will not 
be one penny of deduction allowed that would not be allowed under 
existing law. 

Mr. Curtis. As you say in your statement, it is purely a matter of 
timing? 

Mr. Secuers. Purely a matter of timing. 

Mr. Curtis. You do, of course, state there is an immediate loss and 
that is your concern ? 

Mr. Secuers. I don’t call it a loss, sir. 

Mr. Curtis. I am talking from the revenue standpoint. 





PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 115 


Mr. Seeners. There is an immediate decrease in the amount of tax 
taken. 

Mr. Curtis. That is right. 

Now, | know you agree on that; I felt you did. Now, the question 
is when in your judgment does the recoupment begin? We say there 
is no overall loss, but in the first year or so there is an immediate loss. 
When, in your judgment, does the recoupment of revenues begin? 

Mr. Seauers. I don’t know the statistics on the average life weighted 
for dollars involved, of a business. I can only say as Mr. Seidman 
did, correctly and truthfully, that not one penny of deduction would 
be obtained and, therefore, not one penny of revenue would be lost, 
but that there would be a continuing period until any specific business 
ends that is a greater or lesser amount. 

Now, a business need not come to an end. Remember, if any re- 
serve is excessive that excess goes back into income. If the volume 
of business decreases, the Treasury picks up that revenue. 

As the business decreases or dies, that revenue goes back in the 
Treasury. 

Mr. Curtis. Let us break it down into specific items because I notice 
you said in regard to reserve for vacation pay that would wash out 
pretty quickly. 

In other words, your recoupment would come pretty quick; would 
it not ¢ 

Mr. Secuers. Whatever you set up in the reserve at the end 
this year would be washed out the following year; yes. 

Mr. Curris. Would that also be true of this large item for ser- 
vicing, like reserves for repairs and replacement ? Most of those are 
under pretty short-term contract; are they not? 

Mr. Secuers. That is true to the extent it would wash—the reserves 
for any specific group of contract would wash out with the termina- 
tion of that group of contracts. 

Mr. Curtis. There would be the termination of the group of service 
contracts rather than the termination of the business; am I correct ? 

Mr. Secuers. I cannot give you an answer to the question as a yes 
or no because the question combines 2 different concepts and 2 differ- 
ent thoughts. 

What I answered you before was a correct answer to each indi- 
vidual question, but here you have a group that I cannot answer. 

Mr. Curtis. I wonder if you can explain that because I did not 
quite understand what you mean when you say it involves two differ- 
ent concepts. I appreciate that what I am posing is the position from 
the Government’s standpoint of being concerned about revenue and 
there are two ways to look at it. 

One is the tax loss—we actually know we are going to lose revenue— 
and the other is where we make an adjustment there may be an imme- 
diate loss, but there would not be an overall loss, 

That I appreciate is not really a concern of business, but you being 
a business accountant could tell me. 

For example, in your accounting procedures the revenue gained to 
one of your clients from being able to set up reserves for repairs and 
replacement, from an accounting standpoint, each one of those reserves 
would wash out as those contracts were completed; would they not? 

Mr. Seeuers. That is correct. 
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Mr. Curtis. So that really the recoupment would come on the con- 
tracts rather than the termination of the business; is that not correct ? 

Mr. Secuers. You have two questions. 

Mr. Curtis. Well, please explain my difficulty, then, if you can 
where I do not see correctly on it. 

Mr. Secuers. I am not trying to play with words, but I don’t want 
to have a record of having said anything which is not correct. 

It is correct that the amount of reserve you set up for any group of 
contracts will wash out with the life of those contracts. 

It is also necessary to say that if you have an additional new con- 
tract you set up a new reserve. 

Mr. Curtis. You set them up, too, but I am thinking from the 
standpoint of accounting and I am looking at it, too, from a tax angle; 
that the amount of deduction which you get from a tax is based upon 
a set of contracts. 

As you put new contracts on the books they, too, would have a tax 
treatment. 

Mr. Secuers. Absolutely correct. 

Mr. Curtis. So from a revenue standpoint, as soon as this one group 
of contracts is off the books, if we allow this new system to come in, 
it would seem to me that your immediate revenue loss would be re- 
couped at that time rather than when the business went out. That 
is the thing I am trying to pose. 

Mr. Seeuers. I wish I could agree with you. 

Mr. Curtis. In other words, you think I have the wrong concept ? 

Mr. Srecuers. I am afraid so. 

Mr. Curtis. That is why I want to be set straight. 

In other words, your position is, as Mr. Seidman’s was, that actually 
the recoupment would not come until the end of the business cycle or 
the end of the contract? 

Mr. Secuers. I hate to talk about words, but recoupment means 
getting back something that you have given up. Remember, the Gov- 
ernment is not giving up anything. They are not allowing 1 penny 
of deductions which are not allowed under existing law. Tt is only 
a question of what year you get them in. 

Mr. Curtis. That is what I mean. The Government is giving up 
immediate revenue, that is what you have stated, and so has everyone 
else stated, but you say there is no overall revenue loss. 

IT am asking you when, in your judgment, does the recoupment—and 
that is the correct word for it—when does the recoupment come ? 

Mr. Secuers. To any individual business over the period from the 
beginning of 1954 to the end of that business the Government will 
get tax on the same number of dollars and therefore if the volume | 
of the business continues at maximum and suddenly disappears— 
which is not going to happen, but if it did happen—the Government 
bet ee not get back its cash collection until that business came to 
an end. 

However, what the Government is postponing—it is not now post- 
poning; it is now determining the income in the correct year—to now 
that business has been paying tax on fictitious profits. That is being 
corrected this year. 

But the Treasury having collected in advance with respect to these 
expense items, if it now corrects that adjustment, its next cash receipts 
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will not catch up with that particular business until that business 
ceases. 

Mr. Curtis. The point I am driving at, I personally agree with 
the principle advanced in 452 and 462, but I am also aware of the 
problem that we face of getting revenue, so the revenue loss becomes 
important. And it is immediate loss. So the question I am directing 
to you is, When do we begin to get back that original revenue loss? 
Some people have some ideas on it, and I am a little bit disappointed 
that the accounting profession has not thought of it from that angle, 
too—the angle of the tax cycle—because if there is no overall loss to 
the Government, there is a time in which we gain back that which 
we lost in the immediate years. 

That is the point that we have to determine to understand the impact 
of these particular problems. 

Mr. Secuers. Statistically you could weight the average life of 
business on its size and say this is the curve of life, just like the life- 
insurance curves of life expectancy, and as business disappears the 
Treasury will pick up that cash revenue. 

Mr. Curtis. Or it will be consolidated. 

Mr. Sreners. Not necessarily consolidated or bought out because, 
if business continues as a tax-free reorganization of any kind, the 
reserves carried forward 

Mr. Curtis. Yes; then it would actually have to be a termination 
of that business in your judgment. 

The CHatrman, Are there any further questions ? 

If not, we thank you for your appearance and the information given 
the committee. 

Mr. Srecuers, Thank you. 


The Cuatrman. The next witness is Mr. George H. Kitendaugh. 

Is he present ? 

Will you give your name and address and the capacity in which you 
appear for the record ? 


STATEMENT OF GEORGE H. KITENDAUGH, MANAGER, TAX 
ACCOUNTING SERVICES, GENERAL ELECTRIC CO. 


Mr. Kirenpaucu. My name is George H. Kitendaugh. I am man- 
ager of tax-accounting services of the General Electric Co. I appear 
here in behalf of the National Association of Manufacturers in my 
capacity as vice chairman of its taxation committee. 

The NAM is a voluntary organization representing a cross section 
of American industry. Its membership of approximately 20,000 in- 
cludes many more small- and medium-size companies than large. In 
fact, 83 percent of our members have less than 500 employees. 

We believe that the great majority of our members have availed 
themselves of the apportunity afforded by sections 452 and 462 to 
bring tax accounting into conformity with business accounting. 
Those whom we have talked with or heard from are highly disturbed 
at the implications of repeal of these sections. The proposal for 
repeal obviously has created an atmosphere of uncertainty and shaken 
the confidence of the business community in the maintenance in gen- 
eral of the constructive and beneficial reforms of the 1954 code. 

_ Soundess of principle: First, let me say that there can be no ques- 
tion as to the soundness of the principles embodied in sections 452 and 
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462 of the 1954 code. They are thoroughly consistent with the basic 
intent. of section 41 of the Internal Revenue Code of 1939 and regu- 
lations issued thereunder, providing for the reporting of taxable 
income in accordance with the method of accounting regularly em- 
ployed by the taxpayer in keeping his books. This principle has been 
distorted and in some respects completely nullified by a long line of 
court decisions which have upheld the application of arbitrary rules 
requiring improper timing in the reporting of certain items of income 
und expense. Sections 452 and 462 were designed to restore the orig- 
inal concept of income determination and represent an important mile- 
stone in the development of business income determination. 

Nor is the principle embodied in section 462 at least without pre- 
cedent in Federal mcome taxation. In 1921 taxpayers were given 
permission to employ the reserve method for bad-debt losses and 
there appears to be no reason in principle why this method should 
not also be permitted with respect to other costs and expenses 
attributable to income of the taxable year. 

We recognize the revenue problem involved and the possibility 
which has been pointed out that some taxpayers have established 
reserves of a type not originally contemplated. We are firmly of 
the opinion, however, that any such problems can be met by the 
inclusion of proper safeguards in the statute without adoption of 
the extreme measure of repeal. 

We are also sympathetic with the Treasury’s fear of extensive 
litigation with respect to the allowability of maintenance and per- 
haps other expenditures, but this problem, too, we feel, can be solved 
by amendment. Let me say at this point that it will never be possible 
completely to avoid litigation within reasonable bounds.. 

Accounting effect of sections 452 and 462: Although to discuss the 
accounting effects of sections 452 and 462 with this body may seem 
presumptuous, in view of the frequent characterization of these sec- 
tions in recent weeks as providing “windfalls” and “double deduc- 
tions,” I would like, before advancing our specific suggestions for 
dealing with the present situation, to refute the imputations of these 
catchwords. What lam suggesting is that before completely reversing 
the reasoned congressional decisions of last year, we should reexamine 
the underlying principles. 

The term “double deduction” implies the deduction of the same 
item twice, a privilege which is definitely not afforded by section 462. 
What is involved is the compressing into one taxable year, for income- 
determination purposes, of expenditures actually incurred in that year 
and, in addition, a provision for similar expenditures to be incurred 
after the close of the year but attributable to income of the taxable 
year. The deductible reserve in the usual case would probably rep- 
resent but a fraction of a full year’s expenditures for a particular pur- 
pose. For example, in the case of a 1-year product warranty, the 
reserve at the end of any year might be equivalent to approximately 
one-half of a full year’s expenditures; in the case of cash discounts 
on sales the reserve would undoubtedly represent a much smaller frac- 
tion of a full year’s expenditures. Regardless of the amount of the 
reserve, however, the principal point which I would like to make is 
that in no event will the same expenditure be deducted more than 


once—the sole effect of section 462 is to correct the time for deducting 
certain expenditures. 
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Let us examine a little further the effect of sections 452 and 462 to 
determine whether any windfall is involved. Let us first consider 
section 452, the section which permits prepaid income to be reported 
over the period to which it applies. Assume that a taxpayer owns a 
building which he leases to another party for a 5-year period. He 
receives the entire 5-year rental in the first year. Section 452 would 
permit the taxpayer to spread the rental for income-tax purposes over 
the period to which it applies. Is this a windfall? If by windfall is 
meant unjust enrichment, surely there is none present here. 

Is it not astonishing, rather, that any other result should have 
become the law of the land for an accrual-basis taxpayer? Our asso- 
ciation has been unable to conceive of any compelling reason for re- 
pealing section 452. In the case of prepaid income the date of receipt 
of the income and the correct time for reporting it are generally very 
clear nor, as far as we know, are revenue considerations particularly 
serious. 

Coming now to section 462, which deals with reserves for estimated 
expenses, if you consider the case of a taxpayer starting in business, 

can there be any doubt of the propriety of charging against his 
first year’s income the amount of cash discounts whic h his ‘customers 
will take advantage of with respect to the first year’s sales? Such 
discounts are merely a reduction of the stated selling price and should 
be recorded as such. Again, if the taxpayer's product i is subject to a 
warranty, can there be any doubt as to the propriety of recognizing in 
his first year’s operations the full cost, actual and anticipated, of 
making good on that warranty with respect to the first year’s sales # 
The w arranty expense, including that to be incurred after the close 
of the year, is as much a part of the cost of doing the year’s business 
as the taxpayer’s salary expense, his advertising bills, and other 

recognized deductions. In other words, the tax is levied on net income 
rather than gross income and the primary objective should be the 
correct determination of net income. Otherwise, we have what 
amounts to a capital levy. 

There is no essential difference in principle between the first-year 
taxpayer and the taxpayer who has been in business for sometime. 
The latter, too, should be entitled to deduct from his income for any 
year all expenditures and reasonably anticipated expenditures which 
are properly attributable thereto. When this taxpayer establishes a 

reserve, however, he has the additional problem of disposing of cur- 
rent year’s expenditures which were properly attributable to the prior 
year’s income, but which, under the artificial restraints of prior law, 
were not deductible in the prior year. He should not be required to 
forego the deduction of amounts which he has actually paid and which 
have reduced his profits. Neither the deduction of the actual expendi- 
tures during the year nor the establishment of a tax-deductible re- 
serve at the end of the year provides a windfall for the taxpayer as 
his profits have been reduced by both. The resulting tax reduction 
does not represent an undeserved benefit for the taxpayer but merely 
a recovery of overpayments of tax in prior years attributable to the 
failure to allow proper deductions in those years. The difficulty lies 
with the incorrect principles which have heretofore been applied in 
income determination, the correction of which obviously creates a 
revenue problem in the transition year. We suggest that a specific 
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solution should be found for the revenue problem in lieu of discard- 
ing the universally endorsed principles underlying the sections in 
question. 

Scope of section 462: It appears to be clear, then, that at the heart 
of the repeal proposals is the revenue problem. This is caused bas- 
ically by the transition mechanics, but is probably aggravated by 
statutory language which has the effect of enlarging the intended 
scope of section 462 as expressed in the committee 3 tar The statu- 
tory language is quite broad and permits of honest disagreement as to 
interpretation. In view of this breadth of language and the fact that 
an election made under section 462 applies to all estimated expenses 
attributable to the trade or business, some taxpayers who might have 
preferred to make the election with respect to only the more important 
and obvious items have felt constrained to establish reserves for every 
conceivable type of item lest they inadvertently omit one. 

Proposed regulations issued in the latter part of January have at- 
tempted to interpret section 462 in the light of the original intent as 
expressed in the committee reports. With minor exceptions we are 
in agreement with the proposed regulations. We understand, however, 
that some taxpayers have threatened to litigate if the proposed regu- 
lations are not changed to permit the deduction of anticipated main- 
tenance expenditures under the reserve provision. If this committee 
determines that repairs and maintenance are not a proper item for 
section 462 treatment, it would be a simple matter to write this restric- 
tion into the code. The Treasury may feel, however, that this is but 
one of a number of possible items which may go beyond the intent of 
the original enactment. If this is so, it would be entirely feasible to 
extend the Secretary’s discretionary authority to the extent necessary. 

In our opinion, the Secretary has ample discretionary authority 
under section 462 (a) which reads as follows: 

GENERAL RvuLE.—In computing taxable income for the taxable year, there shall 
be taken into account (in the discretion of the Secretary or his delegate) a rea- 
sonable addition to each reserve for estimated expenses to which this section 
applies. 

That parenthetical phrase is “in the discretion of the Secretary or 
his delegate” and was added in the Senate. 

We understand, however, that the Treasury, possibly based on the 
legislative and judicial history behind section 23 (k) of the 1939 
Code, in which the quoted. parenthetical phrase had its origin, believes 
that the discretionary authority contained in section 462 (a) extends 
only to the amount of the reserve and not to the type of item which a 
deductible reserve may be established. Assuming that the Secretary’s 
discretionary authority is limited to the amount of the reserve deduc- 
tion, we feel that it would be a simple matter to amend the code to 
extend as much authority as it needed to prevent the use of section 462 
from being expanded beyond the original intent. 

Proposed remedies: 

Coming now to our specific recommendations, these are as follows: 

1. Retain section 452, relating to prepaid income, in its present form. 

2. 'To minimize the impact of the revenue loss, provide for a spread- 
ing of the tax effect of section 462 over a 5-year period. This could be 
done by deferring 80 percent of the tax adjustment for 1954 to be 


recoverable as a credit against tax liabilities for the succeeding 4 
years. 
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3. Incorporate the important, potentially controversial provisions 
of the proposed regulations in the code or make them an expression 
of congressional intent in the committee reports on the legislation 
now under consideration. These might include, for example, (1) the 
requirement that the reserves must be recorded on the books, (2) the 
prohibition against deducting reserves for maintenance and repairs 
of the taxpayer’s own property, and (3) other exclusions set forth 
in some detail in the proposed regulations. 

4. Amend section 462 (d) to read as follows: 


(d) ESTIMATED EXPENSE DEFINED.— 


(1) GENERAL RULE.—For purposes of this section the term “estimated expense” 
means a deduction allowable by this subtitle— 


(A) part or all of which would (but for this section) be required to be 
taken into account for a subsequent taxable year ; 


(B) which the Secretary or his delegate is satisfied is attributable to 


the income of the taxable year or prior taxable years for which an election 
under this section is in effect ; and 


(C) which the Secretary or his delegate is satisfied can be estimated with 
reasonable accuracy. 


We believe that this recommended change, as represented by the italicized 
words above would give the Secretary adequate administrative powers. 

Conclusion: In short, we feel that there are a number of ways in 
which the current difficulties can be solved without resorting to the 
drastic measure of repeal. The Internal Revenue Code of 1954 is a 
forward-looking document. Sections 452 and 462, the so-called ac- 
counting provisions, have in particular been widely hailed as progres- 
sive changes, along with the depreciation provisions. If the principles 
of the accounting provisions are sound, transitional problems should 
not be exaggerated beyond their true importance. Such problems 
should be recognized calmly and dispassionately for what they are 
and met in same spirit. Repeal, in our opinion, goes far beyond any 
action which the situation reasonably requires. 

The CHarrman. Does that complete your statement? 

Mr. Krrenpnavcnu. That is the complete statement. 

The Cuarrman. We thank you for your appearance and the in- 
formation given to the committee. 

Are there any questions ? 

Mr. Simpson of Pennsylvania will inquire. 

Mr. Stmpson. Mr. Kitendaugh, is there any substantial difference, 
other than with respect to the years in which you would allow 
payment, between your suggestion and those of the two gentlemen 
who preceded you? 

Mr. Kirenpavan. I would say there is no substantial difference, Mr. 
Simpson. 

I would like to point out, however, that there is a different ap- 
proach as to the material which should be incorporated in the code. 

Mr. Seghers, for example, recommended that the items which are 
permissible should be incorporated in the code whereas we feel that 
if the regulations approach were adopted the specified items in the 
code would be in the nature of exclusion rather than enumerating 
everything that might possibly be included. 

Mr. Srwpson. The end regu that you see, though, is to make more 


certain the area to be encompassed to which the reserve would be 
applicable? 


Mr. Kirenpavuan. Yes. 
60303—55. 9 
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Mr. Smrson. With respect to the period of years, the 3, 5, or 10 
years which has been suggested, or some other period of time, I assume 
you would have no objection to the committee’s decision ? 

Mr. Krrenpaven. No. We feel that the period is a matter for the 
committee’s discretion. We have selected 5 years. Ten years seems 
a little bit long. 

You have the problem of companies going out of business, mergers, 
and that sort of thing. 

The longer the period involved, the more problems of that kind 
you might have. 

Furthermore, we have the feeling that if the administrative changes 
which we have recommended are adopted that the revenue impact 
would be so far reduced that it would not be necessary to extend the 
period as long as 10 years. 

Mr. Stmpson. Would it be fair to say that the preservation of the 
principle is the most important thing here? 

Mr. Kirenpaucu. Very definitely. 

The Cuarrman. Mr. Curtis of Missouri will inquire. 

Mr, Curtis. Mr. Kitendaugh, I am still trying to pursue my line of 
questioning and possibly through you, I can reconcile the misunder- 
standing I have had with Mr. Soles and Mr. Seidman. 

You vee heard the line of questions that I have asked. Is it not 
a fact that when the reserve fund goes out of existence that the Gov- 
es ere whatever revenue loss they might have experienced 
initially 

Mr. Krrenpavucn. I would say, in general, that is correct. 

Mr. Curtis. And possibly our misunderstanding was the fact that 
Mr. Seghers just assumes that the reserve fund going out of existence 
coincides with the corporation going out of existence? 

Mr. Kirrenpaucu. That would not necessarily be so. The need for 
the reserve might be diminished or —ee eliminated by some 
change in the company’s business. It might drop one line of business. 

Mr. Curtis. Exactly. My point is this: As far as the revenue is 
concerned, the revenue loss that the Government experienced in the 
first few years would be recouped when that reserve fund went out 
of existence, whether it went out because the corporation went out 
of existence, or because somebody decided not to write any more con- 
tracts. Now, I perhaps do not word my question too well. That is 
why it is my opinion that there will be a recoupment. 

Mr. Kirenpaucu. There very definitely will. 

I would like to make this further point, which is brought out in 
the statement, that actually corporations have been overpaying their 
taxes in prior years by not being allowed to deduct all the cost of 
expenses that have been attributable to each year’s income. 

Now, over the life of any corporation the deductions are going to 
be exactly the same whether the reserve method is used, or whether 
it is not. 

Now, as I view it, if 462 remains in the law we will be getting it 
on a correct basis of accounting. There will be a difference as you 
suggest, there is an immediate revenue loss, and that will be recouped 
when the need for the reserve is eliminated. 

Mr. Curtis. Actually, from accounting standpoint, take the air- 
conditioner example which was used here, you could have a series of 
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sales which included a maintenance contract which required a $12 
reserve and later you change your maintenance contract, maybe you 
need $8 or $16. 

Accountingwise, that is set up on the books as 2 different reserve 
funds, is it not? 

Mr. Krrenpavueu. Very true, perhaps too, as your product gets 
increasingly better, as we hope they do, the amount of reserve would 
be greatly lessened. 

Mr. Curtis. So really when one reserve fund goes off the books the 
Government would recoup any immediate loss. 

Now, it is perfectly true when you put on new reserves on the books 
of the same company you again go through the experience of immedi- 
ate revenue loss to the Government as new reserves come on the books. 

Mr. Krrenpaveu. That is right. 

Mr. Curtis. I want to be clear in my mind that we are talking about 
the same thing. 

The recoupment occurs as the reserve funds go out of existence 
rather than the corporate structure. 

Mr. Kirenpaveu. That is right, exactly. 

The Cuamrman. We thank you for your appearance and the infor- 
mation given the committee. 

The next witness is Mr. Richard B. Barker. 

Please give your name and address and the capacity in which you 
appear, for the record. 


STATEMENT OF RICHARD B. BARKER, ASSOCIATION OF COTTON 
TEXTILE MERCHANTS OF NEW YORK 


Mr. Barker. My name is Richard B. Barker. I am a lawyer with 


offices at 306 Southern Building, Washington, D. C. 

I am here representing the finance committee of the American Asso- 
ciation of Cotton Textile Merchants of New York City. 

This association is composed of 32 members which merchandise 
approximately 85 percent of the cotton textiles of this country and 
approximately 50 percent of all other textile goods in this country. 

Mr. Chairman, I can shorten my statement very materially by corre- 
lating it with what has been presented by the previous witnesses. 

I would, therefore, ask permission to put my prepared statement in 
the record, and I will shorten up my statement by saying where I 
agree and disagree with the previous witnesses. 

The CHarrman. Without objection, the statement may go in the 
record. 

(The statement referred to is as follows:) 


STATEMENT OF RiIcHARD B. BARKER, REPRESENTING THE ASSOCIATION OF COTTON 
TEXTILE MERCHANTS OF NEW YorkK 


My name is Richard B. Barker. I am a lawyer with offices at 306 Southern 
Building, Washington, D. C. I am here representing the finance committee of 
the Association of Cotton Textile Merchants of New York. This asscciation is 
composed of 32 members who market approximately 85 percent of all cotton 
textiles, and more than 50 percent of all other textiles manufactured in the 
eee States. The textile mills which they represent are located mostly in the 

outh. 

On March 10, 1955, the Secretary of the Treasury appeared before the House 
Ways and Means Committee and supported H. R. 4725 and 4726, identical bills 
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which call for the retroactive repeal of sections 452 and 462 of the Internal 
Revenue Code of 1954. 

The Secretary of the Treasury admitted that the objectives of sections 452 and 
462—to conform tax accounting to sound and practical business accounting— 
were sound but voiced two major objections to these sections of the law. 

The Secretary’s first objection was that the replies of taxpayers filed with 
respect to the tentative regulations issued under the two sections showed that 
the law was too loosely drawn in that taxpayers could, under the law, establish 
many more kinds of reserves under section 462 than the Treasury had antici- 
pated in the drafting of the law. The Secretary definitely inferred that the 
objectives in drafting the law had been to permit the type of reserves that had 
been described in the tentative regulations. He stated that the protests filed by 
taxpayers showed that the law as drafted probably permitted many other types 
of reserves and, at best, such a situation would tend to promote litigation. 

The tentative regulations indicate that the intended reserves are cash dis- 
counts, product warranties, sales returns and allowances, freight allowances, 
quantity discounts, vacation pay, and self-insurance by common carriers for 
liability for cargo damage. It would therefore seem to be a very simple solution 
to the Secretary’s problem to amend section 462 retroactively to specify specifi- 
cally that only reserves of the above type would be permitted under the law. If 
further study and experience should show that other types of reserves should 
be added to the list, they could be added prospectively in later years. It should 
not be necessary to cut the patient’s head off in order to cure the pain in an 
aching toe. 

The Secretary’s second objection to the 2 sections was that they might reduce 
the immediate revenues by an amount greater than the $47 million previously 
anticipated by the Treasury. The Secretary frankly admitted that at this 
early date the loss could not be even accurately estimated and, of course, the 
loss could be greatly reduced by amending the statute as set forth above. In 
other words, it was implied by the Secretary that, if the statute were corrected 
so that it complied with the original thinking as to its interpretation, then the 
Treasury's original estimates of loss of revenue might be correct and no other 
amendments to the statute would be needed. Certainly it was implicit in the 
Secretary’s statement that if the immediate loss of revenue could be limited to 
around $50 million there would be no need for H. R. 4725 and 4726. The solution 
to the Secretary’s second problem is as simple as the solution to his first problem. 
At the time H. R. 8300 was before the Senate Finance Committee the Treasury 
Department was fully apprised of the budgetary problem. The American Insti- 
tute of Accountants recommended the following amendment with respect to 
section 462: 

“To avoid the impact on the revenues in the transitional year where there will 
be a deduction both for the actual expenses and the estimated expenses, and in 
order to avoid undue distortion of income, the addition to the reserve should 
be spread as a deduction over the transitional year and the 2 succeeding years.” 

It is submitted that if the Revenue Act of 1954 were amended so as to 
specifically limits its scope to named items, and if the distortion in income oe- 
casioned by the changeover in accounting methods were spread over a 3-year 
period, the loss in immediate revenue might even be less than the Treasury’s 
original estimate. Certainly these two sections of the law, whose objectives 
are admittedly sound, should not be junked until a thorough investigation is 
made to see whether or not the above-suggested amendments would solve the 
problem. 

Section 452 should be retained in the law to prevent unjust discrimination 
between the taxpayers. We need only contrast the case of the Automobile Club 
of Michigan (20 T. C. 1033 at 1045-47), with th Commissioner’s ruling in I. T. 
8369 (1940-41 C. B. 46) to see the unjust and discriminatory tax administration 
that has prevailed since 1934, which discrimination at long last is eliminated 
by section 452. 

In the Tax Court case, the Automobile Club received membership dues which 
were paid in advance for 1 year. The club, since 1934, had regularly applied 
the accounting principles provided for under section 452, but its right to do so 
was contested by the Commissioner and the tax court sustained the Commissioner 
on the basis of Brown y. Helvering (291 U. S. 193). 

In I. T. 3369, the Commissioner stated that magazine publishers who received 
their subscriptions 1 year in advance and who had regularly applied the account- 


ing principles provided for under section 452 could use that method of tax 
accounting. 
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Why is there unjust discrimination between taxpayers? Why are publishers 
allowed to use the accounting principles of section 452, whereas automobile 
clubs, operating in the same manner, are not permitted to use those same prin- 
ciples? Section 452 prohibits the tax administrators from discriminating between 
various types of taxpayers. 

A retroactive repeal of section 462 will also cause unfair discrimination among 
taxpayers. For a good many years taxpayers having eontracts with unions 
providing for vacation pay have been allowed to accrue deductions for ap 
proximately half of the following year’s vacation pay. However, taxpayers who 
have followed the exact same procedure and paid equal vacation pay, but who had 
no union contract, have not been allowed to accrue an equal amount of vacation 
pay.’ Section 462 established equality of treatment among such taxpayers. 

In conclusion, attention is drawn to the similarity of sections 452 and 462, 
amended as suggested above, and section 481 of the Internal Revenue Code of 
1954. This latter section, as it operates in the future, presents a situation which 
is the exact reverse of the situation presented by sections 452 and 462. It 
will enable the Treasury to accumulate and tax in a single year income earned 
over a period of a great many years. If sections 452 and 462 are called “wind- 
falls’ for the taxpayers, section 481 is a “windfall” for the Treasury. Recognizing 
the hardships that might be imposed on the taxpayer on account of doubling 
up on income, Congress, in section 481, pr@vides for spreading the hardship thus 
imposed over a 3-year period. 'The most that Congress should do in recognizing 
the possible hardships imposed on the Treasury by sections 452 and 462 is to 
spread the hardship over a 3-year period. And if sections 452 and 462 are to 
be repealed in their entirety, fair play and common decency call for the complete 
repeal of section 481, 


Mr. Barxer. I am in accord with the statement of the previous 
witnesses. 

It seems to me it is merely a matter of how you handle it. You have 
two questions. 

One, how you are going to limit the types of reserves that are going 
to be taken as deductions, and, second, how you are going to limit 
the amount of loss of revenue. 

There is no need to throw in the discard all the good work that you 
gentlemen have done to bring tax accounting into line with good busi- 
ness accounting. Don’t cut off the patient’s head to cure the pain in 
his aching toe. 

You have just these two problems: How you are going to cure them. 

There have been several methods suggested for curing the first one, 
the types of reserves which should be taken. 

Mr. Seidman has suggested that you use the regulation method. 

Mr. Seghers has suggested that this body specify the types of 
reserves. 

Those are two suggested methods. My personal preference of those 
two methods is that this body not delegate its legislative power to the 
Treasury but specify, particularly in the statute, and this is the ques- 
tion that the chairman asked, as to the types of reserves which should 
be taken. 

In the Secretary’s tendered resolution he specifies cash discounts, 
product warranties, sales returns, and allowances, freight allowances, 
quantity discounts, vacation pay, and self-insurance by common car- 
riers for liability for cargo damage. 

Amend your statute and say these are the types of reserves to be 
taken. If upon further study in later years you find additions should 
be added, add them at that time. 


1If sec. 462 is repealed. the whole vacation-pay problem becomes a complete shambles. 
Rev. Rul. 54-608 as amended by a — announcement in I. R. B. No. 6, 2/7/55, p. 6, was 
written specifically with the view of coordinating it with sec. 462. If sec. 462 is repealed, 
many acceptable past practices becomes uncertain. 








126 PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 


Now, the second question is to preserve the loss of revenues. There 
has been suggested a 3-, 5-, and 10-year method of spreading the 
double deduction. I prefer the 3-year method. I will tell you why. 

There is an exact converse of this situation, gentlemen, only in favor 
of the Treasury. 

Section 481 in the Internal Revenue Code of 1954 provides that 
when a taxpayer changes his accounting methods and through that 
change does not pick up income that should have been taxed in pre- 
vious years, it will all be lumped together in the current taxable year. 
The income from the current tax year may be distorted by ddehting 
- quadrupling the normal taxable income under that provision of the 

aw. 

If 452 and 462 are windfalls for the taxpayer, which I do not think 
they are, 481 is a windfall for the Treasury. 

Now, the Treasury said that impact may be too great and will 
spread the impact by doubling up of income over a 3-year period. 
That is why I picked the 3 years. : 

But my suggestion would be to ask the Treasury to give you a 
better estimate of the revenue loss and spread your deductions so that 
you can afford to handle it. 

Now, I want to call your attention to two items which in my opinion, 
gentlemen, make the retention of the principle of these two sections 
of the law absolutely necessary. 

There has been, I am sorry to say, unjust discrimination in the treat- 
ment of taxpayers in the past in the administration of the tax laws 
which these sections cure. I need only cite two specific illustrations. 

In the Automobile Club of Michigan, in Tax Court the taxpayers 
since 1934 had been following the accounting provisions of 452. 

In other words, an automobile club gets a full year’s dues in 
December, say December of 1954. Say it is $12 in dues. They had 
spread that $1 income in December, $1 income in January of next 
year, and spread it through the period. That was when their ex- 
penses were incurred in connection with the receipt of that income. 

They obviously didn’t receive $12 income in December 1954. They 
had received $12 of receipts. 

The Treasury took them to Tax Court and said, “You shall be taxed 
on the full $12 in 1954, although none of the expense that would have 
to be paid out by the automobile club in connection with that receipt 
of income had been incurred,” and the Tax Court sustained them. 

But back in 1934, gentlemen, the Internal Revenue Department 
issued a ruling (I. T. 3369) saying as to magazine publishers who 
receive their subscriptions a year in advance that they could use 
the principle of 452 in reporting that income and spread that, say it 
is a monthly magazine, spread that full year’s subscription out over 
the period the magazine was to be supplied. They have regularly 
allowed magazine publishers to use the principles of section 452 ac- 
counting for years. 

They have not permitted other taxpayers similarly situated to use 
similar accounting principles. 

You gentlemen, by the enactment of 452, prevented this unjust and 
unfair discrimination between taxpayers and I would hate to see 
you wipe out the good work you have done to treat the taxpayers on 
an equal basis. 
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On 462, the taxpayers in the North, which my group represents, 
for years have been able to accrue vacation pay on the basis of half 
a vacation for the following year being accrued in the year when the 
work was done to earn that. 

But the textile mills in the South who follow the same principle 
of vacation pay and handle it the same way with their people are 
not entitled to accrue that vacation pay. 

Four hundred and sixty-two puts us all on an equal basis. We want 
to thank this group for having carried out the principles of equality 
in taxation. 

If you repeal you discriminate between taxpayers. I would hate 
to see a backward step taken of that type where you have gone forward 
and prevented unjust discrimination, policies, and practices that 
have actually existed, gentlemen, in the administration of tax laws. 
You have wiped out those discriminations. For heaven’s sake, don’t 
put them back in the law again. 

I thank you. 

The CuarrMan. Does that complete your statement ? 

Mr. Barker. Yes, sir. 

The Cuarrman. We thank you for you appearance and the in- 
formation given the committee. 

Mr. Mills of Arkansas will inquire. 

Mr. Mixts. I am interested in your comparison of treatment under 
462 among the components of your industry. 

You referred to the fact that textiles in the North had been able 
to accumulate reserves for vacation pay—under section 43, I presume? 

Mr. Barker. That is right. 

Mr. Mitts. Of the code of 1939? 

Mr. Barker. That is right. 

Mr. Mitts. And that the Treasury held that textile mills in the 
South could not utilize section 43 of the code of 1939? 

Mr. Barker. That is right. 

Mr. Mitts. What was the difference between the two operations? 

Mr. Barxer. The difference was that we had a union contract in the 
North and they said, therefore, we were compelled to pay it by the 
union contract. 

In the South we did not have a union contract, although we carried 
out the exact same policies and procedures, 

Mr. Muius Is that the only difference? 

You, of course, understand the old provision 43, that definite lia- 
bility had to be created ? 

Mr. Barker. That is right. 

Mr. Mitts. Is that the reason, because no definite liability was cre- 
ated on the part of the southern textiles? 

Mr. Barker. There was no contractual liability. 

Mr. Mitts. Either orally or written? 

Mr. Barker. That is right. 

Mr. Mitzs. That is not the fault of the Treasury ? 

Mr. Barker. No, but I am talking from an economic standpoint, 
the result is exactly the same. 

Mr. Mitts. I thought you meant that the Treasury had been dis- 
criminating against the textiles in the South ? 
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Mr. Barker. No. Now, in 452, I do say that the Treasury has 
been directly discriminating. I say in 462, vacation pay situation, 
the discrimination existed in the interpretation of the law. 

Mr. Mixts. The actual language of the law? 

Mr. Barker. That is right. 

But the economic results were the same in both cases. 


Mr. Miuus. Because there were no fixed obligations on the part 
of southern textiles? 


Mr. Barker. That is correct, sir. 

The CHamrman. We thank you for your appearance and the in- 
formation given the committee. 

Mr. Barker. Thank you, sir. 

The CHatrman. The committee will now recess until 2 o’clock. 

(Thereupon, at 12:15 p. m., the committee recessed, to reconvene at 
2 p. m., same day.) 


AFTERNOON SESSION 


The committee reconvened at 2 p. m., upon the expiration of the 
recess. 

The Cuarrman. The committee will be in order. 

Our colleague from Pennsylvania, Mr. Mumma, is here. 

I understand you desire to be heard briefly ¢ 

Mr. Mumma. Briefly is right. 

The Cuarrman. We know you very pleasantly. Will you follow 
the usual custom and give your name, address, and the capacity in 
which you appear ? 


STATEMENT OF HON. WALTER M. MUMMA, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF PENNSYLVANIA 


Mr. Mumma. Thank you, Mr. Chaitman. 

My name is Walter M. Mumma. I happen to be the Congressman 
from the 16th Con ressional District of Pennsylvania, center ing at 
Harrisburg, Pa., where I enjoy a good or bad reputation, as a small- 
business man. 

It is from that angle I am speaking. I will say, however, that I did 
reply with a 1-minute speech to the 1-minute speech that set all this 
furor off. 

I replied because from my experience in business accounting I 
never saw any windfall. We have been keeping our business on an 
accrual basis for 35 years and we have only reasonably and well sub- 
stantiated reserves set up and it will not mean thing in a business 
way with my small interest, my home business at present. 

You know, it was a funny thing, yesterday I picked up the current 
pamphlet issued by the Small Business Administration, and there 
was recommended this use of 462 and keeping good books and good 
business methods. 

I think that is what this situation does. It encourages people to 
keep good books and level off the hills and the valleys in their business 
expenses so there will not be any windfall to a businessman, but aids 
him where he had had a production loss or something of that nature 
that causes him undue hardship for the time being. 

I have been very intently listening to the testimony this morning. 
You fellows that follow my voting probably know that I usually 
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vote for the things that I think are for the best and I would not be a 
party to anything that would hurt Uncle Sam. 

I think you for the opportunity. If there are any questions that 
you might want to ask me, I will be glad to answer them, or have 
my bookkeeper answer them. 

The Carman. Does that complete your statement ? 

Mr. Mumma. Yes, thank you. 

The Cuatrman. We thank you for your appearance and the in- 
formation given the committee. 

Mr. Reed of New York will inquire. 

Mr. Reep. I want to thank you for appearing here and expressing 
the opinion of the small-business men of the country which, after 
all, are the foundation of this country. I assume from what you have 
said you feel that the objective of these two sections is perfectly 
sound ? 

Mr. Mumma. I think it is a good bill. 

Of course, there could be refinements. I think the Treasury De- 
partment may be afraid of some ramifications of this thing that 
would get away from the method suggested. 

There is a method here to contain those. 

Mr. Reep. But the objective you feel is sound ? 

Mr. Mumma. Yes; I would like to see it stretched out over 10 
years. From what I have heard in the hearings I think it should 
not be dropped. It represents years of effort. 

The Cuarrman. Thank you for the information given the com- 
mittee. 

The next witness is Mr. Edward M. Fuller. 

Please give you name and address and capacity in which you ap- 
pear for the record. 


STATEMENT OF EDWARD M. FULLER, ON BEHALF OF AMERICAN 
COTTON MANUFACTURERS INSTITUTE, INC. 


Mr. Fuuter. Mr. Chairman, my name is Edward M. Fuller. I 
am secretary and treasurer of the Greenwood Mills, Inc., of New York 
City, and I appear here on behalf of the American Cotton Manu- 
facturers Institute, Inc., whose headquarters are in Charlotte, N. C. 

I am chairman this year of the institute’s committee on taxation. 

The institute’s membership comprises manufacturers of 82 percent 
of the cotton broad woven goods produced in this country. 

The proposal to repeal retroactively section 462 of the 1954 Internal 
Revenue Code is unanimously opposed by our industry. 

The proposal to repeal this statute retroactively has been referred 
to as Indian giving, a 1955 tax against 1954 earnings, and changing 
the rules after the game has been played. 

Section 462 was drafted and adopted by the Congress to bring 
together tax procedures and good accounting procedures. Its pro- 
visions apply only to corporations operating on an accrual basis 
reporting income when it is earned and expenses when they are 
incurred regardless of when the cash involved changes hands. 

We understand that representatives of the Treasury, and others, 
have expressed the fear that some taxpayers would depart from 
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sound accounting principles and attempt to reserve and deduct pro- 
visions for items not directly related to 1954 business. 

In other words, items not properly accruable in 1954. _ : 

From my knowledge of the taxpayers in the textile industry this 
is not so. We have followed the tentative regulations issued by the 
Bureau of Internal Revenue giving examples of proper reserves as 
cash discounts, product warranties, sales returns and allowances, 
freight allowances, quantity discounts, vacation pay, self-insurance 
for such risks as workmen’s compensation, and provisions for the de- 
duction of anticipation on invoices paid before their maturity dates; 
in other words, discount. These reserves have been established under 
sound and conservative accounting principles. 

It seems to us that the answer to the fears of abuse is not repeal, 
but that the statute be amended retroactively so as to provide the 
Secretary of the Treasury not only with discretion to limit the size 
of such reserves, which discretion is now provided for in section 462, 
but also that the kind of reserves be ended. 

It seems to us the reserves provided in the tentative regulations fol- 
low proper accrual accounting methods and might well be adopted by 
amendment. 

It should be remembered that any revenue loss produced by section 
462 will be for 1 year only, the transitional year, and after the reserve 
system is in effect no revenue is lost. 

In the last analysis, therefore, no serious revenue loss is involved. 

If the problem of the transitional year is considered important, 
however, the statute could be amended to provide that additions to 
the reserve should be spread as a deduction over a period of, say 
3 years. 

It is my principle purpose here today to stress to this committee 
that repeal of this section would work undue hardship on many tax- 
payers in our great industry. In the short time that I have had to 
prepare this statement, I have received telegraphed protests from mill 
organizations representing approximately two-thirds of the 19 
million spindles now in place in this country. 

With your permission, Mr. Chairman, I would like to read 2 or 3 
of these telegrams which are typical of the 41 such wires I have re- 
ceived in the past 48 hours from mills in 8 States stretching from 
Maine to Alabama. 


In other words, I though you might like to hear direct from the 
taxpayer. 


We urge you as chairman of the ACMI tax committee to protest to the House 
Ways and Means Committee and the Treasury Department, by whatever means 
at your disposal, the proposed retroactive repeal of section 462 of the 1954 
Revenue Code, part of Public Law 591 enacted August 16, 1954. Your immediate 
action is requested for the following reasons: 

1. Our annual report to our stockholders for the year 1954 has been published 
and distributed based upon our election to avail ourselves of the provisions of 
section 462 of the 1954 code as it now stands. 

2. We have formulated and entered upon plans for machinery and equipment 
modernization for the retirement of preferred stock, and compliance with re- 
quirements of our long-term debt agreement, based upon cash forecasts which 
took into account the provisions of section 462. 

Apart from the substantial increase in our 1954 tax liability should section 
462 be retroactively repealed our company will have quite serious problems of 
adjustment to this wholly unexpected change in the rules. 
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3. We in company with all other accrual basis corporations, made the election 
of section 462 in good faith. Should the section be repealed the confidence of 
business in general in the administration of the Federal tax laws will be seriously 
undermined to the detriment of all. 


I read from a telegram sent by Harold W. Smith, Secretary and 
Comptroller of Cone Mills Corp., Greensboro, N. C.: 

Cone Mills Corp. elected to deduct estimated expenses under section 462. An- 
nual stockholders, report included such deduction and was mailed to all stock- 
holders March 4. These estimated expenses called to attention of stockholders in 
annual report audits are completed, books closed. Retroactive repeal of section 
462 would create a chaotic situation. 

From Walpole, Mass., Mr. J. V. vanPelt, an officer of the Kendall 
Co., says this: 

Kendall Co. has closed books and included tax accrual based upon allowance 


of section 462 accruals which were taken on books prior to 1954 but were not 
allowable for tax purposes. Stockholders report already issued. 


From Lancaster, S. C., Mr. J. C. Hubbard, secretary and treasurer 
of Springs Cotton Mills, sent this telegram : 

The Springs Cotton Mills and other corporations with which I am officially 
connected have closed books, filed income-tax returns and independent audit 
reports have been submitted. Repeal of sections 452 and 462 would result in 
difficult adjustments and hardships. 

From Spartanburg, S. C., Mr. B. F. McCormick of Inman Mills 
and Riverdale Mills, wired this: 


Have reported to stockholders; made plans and commitments that repeal of 
452 and 462 would cause tremendous hardship and injustice. Recommend 
strong representation to House committee. 


From Kannapolis, N. C.,Cannon Mills Co. sent this wire: 


We have closed our books, filed our Federal income tax return, and are pre- 
paring our annual report to our stockholders on basis of electing to set up 
reserves for estimated expenses. Relying on 1954 code as our authority. To 
repeal section 452 and 462, retroactively, at this date, would be a hardship 
on all taxpayers and add confusion to an already confusing picture. 


And from Lewiston, Maine, the Bates organization said this: 


Our 1954 records are closed, all reports prepared, and released Federal in- 
come tax filed and paid using authorized provisions of section 462 of the revised 
Internal Revenue Code. Reversal of section 462 at this point would reflect 
much discredit on the Federal authorities. 

I have here the balance of those 42 telegrams, the purport of which 
is the same as those examples which I read. 

There are other illustrations of undue hardship, confusion, and 
embarrassment which we suggest to you. Take, for example, the 
typical case of a corporation subject to the Securities and Exchange 
Commission regulations which require that annual financial state- 
ments be furnished stockholders by the time proxy statements are 
mailed. 

It would be impossible to make any revisions in this material due 
to the time requirements and regulations of the Securities and Ex- 
change Commission. 

As Cone Mills’ Mr. Smith put it: 


I certainly hope that you impress on the Ways and Means Committee the 
impossible situation corporate taxpayers will be in who are listed on national 
exchanges and subject to SEC rules if retroactive repeal of section 462 should 
be enacted. 
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Another illustration, and this is an actual case, one of the larger 
mill organizations in the South has in the past established and de- 
ducted reserves for vacation pay without actual union contract, fig- 
uring that it was properly accruable. And I from my limited know]l- 
edge believe that it was. 

In any event, the Internal Revenue Bureau questioned the item. 
After the enactment of the Internal Revenue Code of 1954 in Aug- 
ust last year, the Internal Revenue Bureau persuaded this taxpayer 
to surrender its right to litigate the issue because, the Bureau pointed 
out, “section 462 has now taken care of it.” 

This case is a striking illustration of the inequitable result that 
repeal of section 462 creates by changing the score and the rules after 
the game has been played. 

In conclusion, may I stress to you our very sincere belief that. sec- 
tion 462 is by no means a windfall to American corporate taxpayers. 
At long last it brings tax rules into harmony with generally accepted 
accounting principles and provides realistic timing of income for 
tax purposes in conformity with sound business practices. 

More than that, neither sections 452 nor 462 are windfalls to Ameri- 
can corporations for they measure the excessive taxes imposed in prior 
years which, because of the absence of these sections, were assessed 
contrary to recognized accounting principles. 

Thus, what has heretofore been a windfall to the Treasury is 
eliminated by sections 452 and 462. 

We urge you, Mr. Chairman, that this committee not report favor- 
ably on H. R. 4725 or any like bill, and we recommend that to meet 
the Secretary’s objections, the code be amended to provide specifically 
the types of reserves allowable and to provide that additions to the 
reserves at the end of 1955 be spread over a 3-year period. 

The CuatrmMan. Does that complete your statement ? 

Mr. Futxer. It does, sir. 

The CuatrmMan. We thank you for your appearance and the infor- 
mation given the committee. 

Mr. Mason of Illinois will inquire. 

Mr. Mason. If this committee in its wisdom does refuse to repeal 
these two sections, but does decide to adopt the corrective amendments 
that have been suggested in order to determine the items that may 
be used, we would then avoid all these headaches that you speak of, 
of retroactive work that would have to be done in the repeal, and 
we would also close any possible loopholes that somebody might be 
thinking about and taking advantage of now and all we would have 
to do is to give the Secretary the power to determine these items. 

Mr. Fuuuer. Yes, that would be one way. 

I feel, and I think my colleagues on the tax committee of the 
American Cotton Manufacturers Institute feel, sir, that it is your 
duty, it is the duty of the Congress and this committee to legislate 
and not to delegate to the Secretary that power. 

If I may suggest, Mr. Mason, along the line of your question, it 
seems to us that it might be better procedure here to set up in an 
amendment to the bill those items which on recommendation of the 
Treasury could be specifically mentioned and over and beyond that, 
give the Secretary the power to specify other items rather than to 
permit him the whole limitation. 
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Mr. Mason. Then you would agree with the previous witness, Mr. 
Seghers, rather than with Mr. Seidman. 

Mr. Futier. Yes, sir. As I understood Mr. Seghers, I would. 

Mr. Mason. It is up to us here and if the Secretary needs any 
further power we can give it to him? 

Mr. Futier. Yes, sir. 

The Cuarrman. Are there any questions? 

Mr. Simpson, of Pennsylvania, will inquire. 

Mr. Simpson. Mr. Fuller, you make a point that the corporate 
management having relied upon law as it was passed last year, and 
in reliance ‘ther honi fixe made commitments to your stockholders and 
likewise has made commitments with respect to other provisions of 
the law, as, for example, the Securities and Exchange Commission, 
having done all that in reliance on the act of 1954, you are now in 
an embarrassing position, to put it mildly, with respect to the rela- 
tions of yourselves versus your stockholders and your banks and the 
Securities and Exchange Commission and other public organizations; 
is that the point you make? 

Mr. Futter. It is,sir. Dividend policies have been declared, profit- 
sharing plans have been paid out on, 

Mr. ar noaae It can have serious consequences with some corpora- 
tions, can it not, with respect to commitments made to banks, and so on ? 

Mr. Futter. Yes; it could have. 

Mr. Supson. And actually taken on by the banks, relying upon 
those statements ? 

Mr. Futier. That is true. 

Mr. Stmupson. Thank you very much. 

The Cuarrman. Are there further questions? 

As I understand, Mr. Fuller, you are not advocating broad delega- 
tion of authority or power to the Secretary of the Treasury, as has 
been suggested by some? 

Mr. Futter. That is so, Mr. Cooper. We do not recommend 

The Cuarrman. You do not think that the time has come yet in 
effect that the Congress can delegate to the Secretary of the Treasury 
the authority to collect such taxes as he deems proper from the busi- 
ness of this country ? 

Mr. Futier. You have hit it on the head, sir. 

The Cuatrman. All right; thank you. 

Mr. Futier. Thank you, Mr. Chairman. 

(The following telegram was later received from Mr. Fuller :) 


New York, N. Y., March 21, 1955. 





Hon. JERE COOPER, 
House of Representatives Office Building, 
Washington, D. C.: 


Urge you inquire very carefully of representatives of Treasury Department 
in executive session on H. R. 4725 why amendment to sections 452 and 462, as 
recommended at last week’s hearings, would not protect the revenue and avoid 
unusual and drastic repeal of these sound and equitable provisions of the tax law. 
Believe estimated loss of revenue in transitional year grossly exaggerated and 
based on the wildest guess. Informal polls and samplings indicate that those 
corporations making provision for deduction of estimated expenses are averaging 
less than 2 percent of taxable income, and many corporations have been reserving 
and deducting for such items as vacation pay right along. The important thing 
is to avoid repeal of the step forward represented by these sections and to amend 
them with proper safeguards as suggested. Everybody agrees the principle of 
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these sections is sound, and we urge you not to be stampeded into taking a back- 
ward step without realistic data to support it. 


E. M. Futter, 
Chairman, Committee on Tazation, American Cotton Manufacturers 
Institute. 
The Cuarrman. The next witness is Charles W. Tye. 
Will you please ee your name and address, and the capacity in 
which you appear, for the record? 


STATEMENT OF CHARLES W. TYE, SPECIAL TAX COUNSEL, 
NATIONAL ASSOCIATION OF INSURANCE AGENTS 


Mr. Tye. I am Charles W. Tye, special tax counsel, retained by the 
National Association of Insurance Agents. 

The National Association of Insurance Agents deeply appreciates 
this opportunity to be heard with regard to H. R. 4725 and sections 
452 and 462, Internal Revenue Code of 1954. This representation is 
made on behalf of over 32,000 insurance agency members, comprised 
of an estimated 150,000 individuals in all States, and constituting an 
mportant segment of the national economy which consummates and 
maintains general insurance protection for the majority of all indi- 
viduals and business firms in the United States. The agencies repre- 
sented by this association operate solely on a commission basis on their 
own account as independent contractors, and are almost entirely in the 
category of small business. 

We earnestly hope that the controversy concerning certain aspects 
of sections 452 and 462 of the 1954 code does not obscure the basic 
equity and the sound tax accounting methods contained in those sec- 
tions. We believe that the current controversy is primarily concerned 
with the procedures in putting these sections into practice and does 
not strike at the merits of the tax-accounting provisions included 
therein. The methods of tax accounting allowed under sections 452 
and 462 are by no means applicable only to big business. They are 
also beneficial to many firms in the category of small business and will 
be especially helpful in alleviating prior inequities in the tax laws 
directly affecting the small-business men who are members of this 
national association. 

The substantive provisions of sections 452 and 462 are not based 
upon any recently contrived tax theory. A number of other sections 
of the prior tax code contained essentially similar principles as those 
followed in sections 452 and 462 of the 1954 code. For example, the 
tax-accounting theories contained in those sections have a counter- 
part in former section 107 relating to the spreading of long-term 
compensation derived from services over a 36-month or longer period. 
This principle has been carried over into sections 1301 to 1304 of the 
1954 code. Also, the method of reporting installment sales for tax 
purposes contained in 1939 code, section 44, 1954 code, section 453, 
applies the same general principle. 

More than 20 years ago insurance agencies asked for tax-accounting 
treatment basically similar to the method only recently allowed in 
sections 452 and 462 of the 1954 code. In 1934 the United States 
Supreme Court, in the case of Brown v. Helvering (291 U. S. 193, 78 
L. ed. 725), denied to an insurance agency tax-accounting treatment 
such as now provided in these sections. In this case, an insurance 
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agency, for es business reasons, sought to maintain its accountin 
records on a basis which would more accurately reflect the income an 
expenses for each taxable year. It pro two alternative methods 
to achieve this purpose. One method was through setting up a 
reserve on the basis of past experience for its liability to return com- 
missions on account of cancellations subsequent to the year when 

licies were written and commissions were received. (This method 
is now provided in section 462.) The other proposed alternative 
method was to prorate commissions received in advance of services 
to be rendered over the term of insurance policies. (This method 
is contemplated in section 452 of the 1954 code.) 

It is significant that despite the fact that these methods of account- 
ing were not recognized for tax purposes, a substantial number of 
insurance agencies have, as a matter of business prudence, maintained 
voluntary reserves upon the same basis. The setting up of such volun- 
tary reserves has long been recommended to its members by the 
National Association of Insurance Agents. 

Inequities in the former tax laws affecting insurance agencies such 
as those which are members of this association, have been outlined 
in detail in previous presentations to this committee. However, a 
brief summary of one set of circumstances which led to tax inequities 
in the prior law is set forth as follows: 

The typical insurance agency writes a substantial percentage of 
insurance policies for its assureds on the term-rule basis. On term- 
rule business the entire premium is prepaid and the agency receives 
its entire compensation at the outset of the policies which it has a 
liability to service for the entire term up to 5 years. A term policy 


is popular with assureds because a premium saving up to 20 percent 
pop ts g up P 


for a 5-year policy can be made. The premium on term policies for 
a commercial or manufacturing client can be substantial, and in the 
year of receipt of commissions the insurance agency may be thrown 
into an abnormally high tax bracket. 

By the terms of its contracts with the insurance companies which 
it represents, the insurance agency is required to return a proportion- 
ate part of the commissions originally received in the event coverage 
is canceled or reduced during the term of the policy. In all cases 
where the term rule is involved the insurance agency is subject to a 
potential distortion of its tax liabilities under the law prior to the 
enactment of 1954 code. The distortion results, in part, from the 
following factors: 

(1) Where the insurance agency has received its entire compensa- 
tion in advance for a term po iy of up to 5 years, and expends sub- 
stantial amounts in servicing the policies for the entire term, the 
sound accounting objective of relating income and expenses as closely 
as possible in the same taxable year is unavailable. The result is a 
“peak and valley” situation which ordinarily results in an abnormally 
high-tax liability. 

(2) The “peak and valley” situation is distorted further in the 
event that the coverage is reduced or canceled before expiration of the 
policy, with subsequent return commissions by the agency. In this 
situation, it has been placed in an abnormally high-tax bracket in the 
year when compensation was received; it has made substantial ex- 
penditures in servicing the policy prior to cancellation; and it has 
repaid substantial sums in the lower tax bracket year of cancellation, 
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Because of these prior tax inequities, many insurance agencies hailed 
the enactment of sections 452 and 462 in 1954 because of the establish- 
ment of equitable tax accounting procedures in the law, which had 
been desired by them for many years. This association favors the 
retention of the substantive portions of sections 452 and 462 of the 
Internal Revenue Code of 1954. We believe that any objection to these 
eminently sound provisions can be overcome by an amendment relat- 
ing to the period of transition to the accounting methods provided 
therein. 

We urge that the House Committee on Ways and Means make every 
effort to retain the desirable tax-accounting features of sections 452 
and 462. 

The Cuatrman. Does that complete your statement ? 

Mr. Tye. That completes my statement. 

The Cuarrman. We thank you for your appearance and the infor- 
mation given the committee. 

Are there any questions ? 

If not, we thank you, sir. 

(The following material was also submitted for the record :) 


NATIONAL ASSOCIATION OF INSURANCE AGENTS, 
New York, N. Y., March 10, 1955. 


Re sections 452 and 462 of the Internal Revenue Code of 1954. 


Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 

Dear Mr. CHAIRMAN: Because of recent developments in the Congress and 
recent reports in the public press concerning the consideration being given to 
repeal of sections 452 and 462 of the Internal Revenue Code of 1954, the views of 
the National Association of Insurance Agents concerning this important subject 
are respectfully submitted. 

This presentation is made on behalf of over 32,000 insurance agency members, 
comprised of an estimated 150,000 individuals in all States, and constituting 
an important segment of the national economy which consummates and maintains 
general insurance protection for the majority of all individuals and business 
firms in the United States. The agencies represented by this association operate 
solely on a commission basis on their own account as independent contractors 
and are almost entirely in the category of small business. 

The enactment of the Internal Revenue Code of 1954 was enthusiastically re- 
ceived by members of this association because inequities formerly present in the 
revenue laws with respect to taxation of small-business men generally and insur- 
ance agencies in particular had been alleviated. Sections 452 and 462 were espe- 
cially pertinent because relief was afforded thereby to many insurance agencies 
which had been subjected to serious inequities under the former law. 

These inequities affecting insurance agencies in the former tax laws dated back 
to the 1984 United States Supreme Court decision in the case of Brown v. Hel- 
vering (291 U.S. 198, 78 L. ed. 725), which denied to an insurance agency the tax- 
accounting treatment which would most clearly reflect its income in each taxable 
year. In this case the agency sought a method of accounting to properly provide 
for its liability to return a proportionate part of commissions received in advance 
for a policy term of up to 5 years in the event the policy was canceled before 
expiration. The two alternative methods proposed to achieve this purpose were: 
(1) Setting up a reserve on the basis of past experience for its return commis- 
sions on canceled insurance; or (2) prorating of commissions received in ad- 
vance over the term of the insurance policies which had to be serviced for a 
period of upto 5 years. Because of the precedent of this case insurance agencies, 
prior to the 1954 code, had to report for tax purposes the entire amount of com- 
missions received in advance, even though substantial expenses were incurred 
thereafter in servicing policies for terms of up to 5 years. 

Because of prior tax inequities, many insurance agencies hailed the enactment 
of sections 452 and 462 in 1954. The reason for this was the establishment of 
equitable tax-accounting procedures in the law, not because of any alleged 
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windfall. The position of this association was outlined in detail, and prior 
inequities clearly illustrated, in a presentation to Hon. Daniel A. Reed, then 
chairman, House Ways and Means Committee, United States Congress, on De- 
cember 7, 1953, a copy of which is attached hereto and made a part hereof. 

For the foregoing reasons, this association favors the retention of the substan- 
tive portions of sections 452 and 462 of the Internal Revenue Code of 1954. We 
believe that any objection to these eminently sound provisions can be overcome 
by lengthening the period of changeover to the accounting methods provided 
therein. We urge that the House Ways and Means Committee make every effort 
to retain the desirable tax-accounting features of sections 452 and 462. 

Respectfully submitted. 


JOsEPH A. NEUMANN, President. 


NATIONAL ASSOCIATION OF INSURANCE AGENTS, 
New York 7, N. Y., December 17, 19538. 
Re taxation of insurance agents’ commissions on policies written on “term” basis 
Hon. DANIEL A. REED, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington 25, D. C. 


DEAR Mr. CHAIRMAN: This representation on the above-captioned subject is 
made on behalf of the National Association of Insurance Agents, an unincorpo- 
rated, nonprofit, voluntary membership association, numbering in excess of 31,000 
insurance-agency members. Included in this membership are an estimated 150,000 
individuals, duly licensed as insurance agents by the respective States, who are 
proprietors, partners, or corporate principals in the firms and corporations which 
comprise our insurance-agency membership. 

Decisions of the courts and rulings of the Internal Revenue Bureau concerning 
taxation of the income of property and casualty insurance agents such as those 
who are members of this organization, are generally based upon the principle 
that commissions, in their entirety, become expendable income when received and 
must be reported for tax purposes upon receipt. A leading United States Supreme 
Court case often cited as a precedent for such holding is Brown v. Helvering (291 
U.S. 193), decided in 1934. 

Some inequities arise as a result of the rigid application of this principle, by 
reason of the method of operation of the typical insurance agent, and are espe- 
cially pronounced where the insurance agent writes policies for one or more large 
commercial or manufacturing risks on the “term rule” basis. The “term rule,” 
briefly stated, means that an assured by prepayment of 4 annual premiums may 
purchase insurance coverage for 5 full years. In effect, this represents a 20- 
percent discount. Comparable discounts are also allowed for prepayment of in- 
surance premiums for lesser terms. 

As a background for a more detailed explanation of this problem, some charac- 
teristics of the operation of a typical fire- and casualty-insurance agent should be 
kept in mind: 

1. He is an independent businessman who maintains an office separate and 
apart from any office maintained by an insurance company. His relationship 
with the companies which he represents was accurately stated in F. B. Miller 
Agency v. Home Insurance Co, (276 Ill. App. 418), where the court declared: 

“The agent may represent several companies engaged in writing the same kind 
of insurance. The agent solicits the business for the agency rather than for any 
particular company * * * . He divides the risks among the companies in such 
manner as he may choose.” 

2. He is compensated solely on a commission basis, retaining a percentage of 
all premiums collected from policyholders and remitting balances due at regular 
intervals to the companies which he represents, Out of his commissions he must 
pay the expenses of operating the business. 

3. He is usually a small-business man. The majority of insurance agents, it is 
estimated, employ fewer than 10 persons and a small minority employ more than 
25 persons. 

4. On behalf of the insurance companies represented he receives and accounts 
for premiums ; wirtes, issues, and countersigns policies and all necessary endorse- 
ments; cancels policies and transmits return premiums due to the policyholder 
by reason of such cancellation. 
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5. In the event coverage is canceled or reduced during the term of the policy, 
he is required, by the provisions of his contracts with the insurance companies 
which he represents, to return a proportionate part of the commissions which he 
originally received. 

6. He performs continuing services on behalf of policyholders who have pur- 
chased insurance through him. Such services are especially required in the case 
of large risks, where a continuing survey of hazards and values at risk must be 
made throughout the policy period. Frequent adjustments of amounts of insur- 
ance are made in the case of large risks, either by writing additional coverage or 
by reducing existing coverage. A substantial expense is incurred in the perform- 
ance of these services. 

The inequity of the present laws concerning taxation of insurance agents’ com- 
missions can be illustrated as follows: 

The XYZ manufacturing corporation places a large amount of insurance cover- 
ing its property values, loss of profits, etc., through ABC insurance agency. Be- 
cause of substantial savings in taking advantage of the “term rule,” the XYZ 
corporation prepays coverage for 5 years, and the ABC agency receives the entire 
amount of its commissions at the outset of the term. The ABC agency is operated 
by a small-business man, and because he is required to report the entire amount 
of commissions as income in the year of receipt, he is placed in an abnormally 
high tax bracket. He makes substantial expenditures to service the risk during 
the year of inception and the following year, receiving tax deductions because 
of the ordinary and necessary business expense. During the second year the 
deduction results in a lesser proportionate tax benefit, since it is a normal lower 
tax bracket year. During the third year, the policy is canceled, thus requiring 
a return commission of around 50 percent, producing a net operating loss for 
that year. Under the provisions of Internal Revenue Code, section 122, the 
agent may receive a partial benefit in a net operating loss carryback to the 
preceding taxable year, but he may not carry back his loss to the year in which 
the abnormal income was received. In this situation the agent has paid high 
bracket taxes on commissions received ; made expenditures in servicing the risk 
until cancellation; and has paid back approximately one-half of income without 
receiving tax benefits at a rate commensurate with the high bracket tax rate 
originally paid. The result, even with the loss carryover provisions of Internal 
Revenue Code, section 122, is little or no financial benefit from the agent’s efforts 
over a period of 2 or more years. 

The above illustration is an example of potential danger to all of the small- or 
medium-sized agents who write insurance for one or more large clients. It is 
not an isolated situation but can occur with a reasonable degree of frequency. 
The severity of impact on the agent involved will vary from bankruptcy in the 
extreme case to a minor increase in tax liability in a less extreme situation. It 
should be noted, however, that in all cases where the “term rule” is involved 
the insurance agent is subject to a potential distortion of his tax liability under 
the present law. The probability of distortion of tax liability is, of course, 
more acute under present high tax rates. However, major developments in the 
insurance business since 1934, the date of Brown v. Helvering, are of even greater 
significance in contributing to the possibility of tax distortion. Some of these 
developments are: 

1. The insurance industry has extended the applicability to the “term rule” 
to the large manufacturing, mercantile, and mining risks within the past 15 
years. In 1934 most large risks were limited to 1-year policies. 

2. Large manufacturing and mercantile clients are often covered by business 
interruption insurance and other coverages which insure against loss of profits 
due to a fire or other peril. This coverage is of comparatively recent develop- 
ment and was not a significant factor in 1984. Although these policies are now 
usually written for terms up to 5 years, the amount of coverage must be 
frequently reviewed in light of present and anticipated business conditions. 
Changes in business conditions produce fluctuations in amounts of such insurance. 
A decline in business will result in reduction or cancellation of coverage, with 
resulting return commissions from the agent. 

3. The growth of the insurance industry in the past 20 years has accelerated 
competition. Large risks are often referred to as “target” risks, subject to 
intense competition, especially from cutrate, nonagency companies. Thus a large 
client may be wooed away from the agent at any time during the term of a policy. 

4. Under present conditions, insurance rates and policy forms have less stabil- 
ity. Where rates are reduced by order of a State insurance department, return 
premiums, and consequently return commissions by the agent, are required. 
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New and improved forms of coverage produced by insurance companies will in 
some cases require cancellation and rewriting of existing policies. Some of 
these instances involve substantial return commissions. 

5. During the past 2 years a new concept has been introduced in the majority 
of States, which provides that a total loss under many types of business inter- 
ruption, fire, and other physical damage policies, will no longer automatically 
cancel the policy. Thus, the policyholder who suffers a total loss during the 
term of a policy will often cancel the policy, inasmuch as protection will not be 
needed until rebuilding of the destroyed property. Where this occurs, a return 
of premium must be made to the policyholder and the agent will be required to 
return a portion of his commission. This will involve a substantial sum where 
large clients are involved. 

As a matter of business prudence, insurance agents who are confronted with 
problems as outlined above will often set aside a portion of commissions into 
a reserve fund to be taken out periodically as such funds become earned during 
the term of the policy. By virtue of the precedent set in Brown y. Helvering, 
such reserves are not deductible for tax purposes. It was held in Brown vy. 
Helvering, that the insurance agent, accounting for Federal income-tax pur- 
poses on an accrual basis, was not entitled, in ascertaining his taxable income, 
to deduct from the amount of commissions which he received during the year 
an amount which, in view of past experiences, he anticipated he would be 
called upon to refund in future years on account of cancellations. The insurance 
agent taxpayer was also denied an alternative method wherein he sought to 
prorate commissions as income over the life of the policies. 

It is submitted that inequities resulting to insurance agents from the rigid 
application of these principles merit the modification of the internal-revenue 
laws with respect to taxability of commissions on policies written on a term 
basis. It is requested that the Internal Revenue Code be amended to allow 
an insurance agent accounting on an accrual basis the option of setting aside 
unearned commissions in a physically segregated fund, not commingled with 
operating funds, and that the insurance agent be allowed on an optional basis 
to report as income for tax purposes, commissions as they become earned over 
the term of the policy. 

For the reasons stated above, the National Association of Insurance Agents, 
in convention assembled, at Washington, D. C., on October 1, 1953, adopted 
the following resolution : 

“Whereas the present Federal income-tax laws require insurance agents 
to report for tax purposes commissions when they are received, and 

“Whereas a distortion of tax liability may result where substantial com- 
missions on a term policy are received in 1 year and must be returned, in 
part, in a later year if the policy is canceled before expiration: Be it 

“Resolved, That the Ways and Means Committee of the House of Repre- 
sentatives, United States Congress, be requested to amend the present Federal 
income-tax laws to permit insurance agents, accounting on the accrual basis, 
to set aside unearned commissions in a separate fund and allowing them to 
report as income for tax purposes, commissions as they become earned over 
the term of the policy.” 

For the foregoing reasons, the Ways and Means Committee, House of Repre- 


sentatives, is respectfully requested to give this matter and the relief sought, 
its consideration. 


Respectfully submitted. 
J. V. ARTHUR, 
Chairman, Legislation Committee, 
National Association of Insurance Agents. 
The Cuarrman. The next witness is Mr. Frank J. Moch. 
Come forward, please, sir, and give us your name, address, and 
the capacity in which you appear, for the record. 
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STATEMENT OF FRANK J. MOCH, REPRESENTING THE NATIONAL 
ALLIANCE OF TELEVISION AND ELECTRONICS SERVICE ASSOCI- 
ATIONS, ACCOMPANIED BY SYDNEY TERMAN, OWNER OF AN 
INDEPENDENT SERVICE COMPANY IN CHICAGO, ILL. 


Mr. Moc. My name is Frank J. Moch. I am president of the 
National Alliance of Television and Electronics Service Associa- 
tion, sir. 

The Cuarrman. Do you have a statement to distribute to us? 

Mr. Mocu. I was just going to remark that I am extremely sorry 
that I did not prepare the talk in advance because of the small time 
available to me. 

I brought with me Mr. Sydney Terman, owner of an independent 
service company in Chicago. 

I come here not as an attorney or as an accountant. I come here 
as the operator of a small business and also as a representative of small 
business. 

In our alliance we have membership covering all metropolitan TV 
areas in the United States and Hawaii. Among our members the 
largest operator probably hires no more than 200 men. 

The smallest is a one-man operator. 

In the past the handling of the tax situation has been very, very 
unfavorable to the people in our industry for the simple reason that 
our business happened to be a new business. It is a postwar develop- 
ment and it has not yet reached the stage of stability. 

We are faced constantly by continuously changing patterns and we 
have no way of knowing from year to year exactly what our costs of 
operation will be. 

Some of our work is being done on a c. 0. d. basis, a job basis, but a 
certain percentage of it is and has been in the past, done on a contract 
basis covering periods of 1 year to2 years. We, in the past, have been 
faced with this situation; as an example: 

In the year 1950, which was an exceptionally good year of business. 
for us—I think most service companies did make money in this busi- 
ness—we obligated ourselves to a great number of contracts. Un- 
fortunately, most of our contracts are contracted for in the month of 
December for the simple reason that television is a Christmas item. 

That poses a problem because in one single month we are taking the 
money in December, we pay a tax on it in December and we have to 
make good on that contract for the next 11 months. 

We have to make good on a situation where we do not know our 
costs. 

Consequently, we find often that the total fee that we have collected 
for that contract does not, in any way, cover the maintenance of that 
set. We, therefore, have paid a tax on receipts but not income, be- 
cause it definitely is not income. 

The year 1950, as I say, was a very good year. We made money; 
we paid taxes. Along came 1951 and it took a nose dive. The busi- 
ness absolutely practically collapsed. 

We still were harnessed and laden with the obligations of our con- 
tracts which were assumed in 1950 and for which we had paid taxes 
in 1950. 
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As a result, a great number of service companies did go out of 
business. 

Today, although we do not have too many service contracts, we are 
entering a new phase of the television business, that is the phase of 


color. With the advent of color we foresee that the contract business 
will be back. 

I cannot, personally, see anybody buying a color television set with- 
out being assured that the set will continue to work properly. 

If that section 452—and we are not interested in 462—if 452 is 
repealed at the present time, we will again be faced by the very same 
problem that we faced in 1950. It could very well be disastrous. It 
could actually put us all out of business. 

We do not presume to tell you gentlemen how to run the United 
States. We don’t know enough about the running of the United 
States todoso. We think that you gentlemen have done a very excel- 
Jent job in the past and can do so in the future. 

We feel, however, you certainly will take into consideration the 
position of the small-business man of this country who, after all, is 
also a taxpayer. If he is laden with such loads that he cannot exist, 
I think it would be a loss to the country. 

There is a further aspect. I think, from a strictly selfish viewpoint, 
the Congress of the United States ought to consider the fact that the 
television industry, because it is a postwar industry, is manned to a 
great, great degree, by men for whose training the United States Gov- 
ernment paid through the GI bill of rights. 

Therefore, I believe that the United States Government has a tre- 
mendous investment in the future of the independents of the industry 
and I personally believe that if the industry were put in jeopardy, 
the Government also might, by the same token, put its investment in 
jeopardy. 

That is all I have to say. 

The CHarrMAN. Does that complete your statement / 

Mr. Mocn. Yes. 

The CHarrman. We thank you for your appearance and the infor- 
mation given the committee. 

Mr. Simpson of Pennsylvania will inquire. 

Mr. Srvpson. I am interested in the following situation: The pos- 
sibility that color television might be an item on which there were 
heavy sales before Christmas this year, or next year. That is a pos- 
sibility, I assume? 

Mr. Mocu. It isa very great possibility. 

Mr. Stupson. If it did materialize you suggest there would be a 
contract agreement made about the same time ? 

Mr. Mocu. There would have to be. 

Mr. Stwpson. By which for a certain consideration the machine 
would be serviced for the next 12 months at least ? 

Mr. Mocn. Yes. 

Mr. Stupson. The cost of that service might be what, forty or fifty 
dollars a year, or lesss. 

Mr. Mocu. As a matter of fact, the cost of service would probably 
run not less than $125 to $150. 

Mr. Srupson. Suppose it ran $100 and it was all collected in Decem- 
ber: that, of course, would be paid by the man who purchased the 
machine in the final analysis? 
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Mr. Mocu. That is right. 

Mr. Srmpson. It is all collected in December that first year ; it would 
be subjected to quite a tax, would it not? 

Mr. Mocu. It would be taxable in that particular year ; yes. 

However, our obligation almost in its entirety would fall in the next 

ear. 
: Mr. Smupson. The corporation would be taxed at a corporation rate. 

Mr. Mocu. In the case of the small business, you have the situation 
where you do not have the working capital to tide you over. I have 
heard figures bandied about here of millions and billions. The mere 
sum of $10,000, or I will go lower, lower than that, the mere sum of 
$2,000 in a lot of cases with small business is a matter of life and death. 

Mr. Stmpson. If it is taxed to the corporation, that makes 52 percent 
on that $100, you only get $48 left to do what you figure will take $100 
to service next year ? 

Mr. Mocn. That is true. 

Mr. Smourson. That is very serious from the standpoint of the pros- 
pective purchaser of the television. It is also serious from the stand- 
point of you who are responsible. 

Mr. Mocn. Exactly. 

Mr. Smrson. That makes quite an impression upon my intention to 
buy color television today. 

Mr. Mocu. I do not think that would enter the situation from that 
standpoint. I think the independent service industry in the past has 
certainly carried the ball on television. I believe that it has helped 
espouse an industry and create an industry and often at its own 
sacrifice. 

Mr. Srupson. We have an excise tax on color television today. 

Mr. Mocu. That is true. 

Mr. Supson. Certainly this committee does not want by this act 
in this type of legislation to do something to injure the growth of 
the color-television industry, which is one of the industries we are 
banking upon to keep our country busily engaged next year. 

Would you say that the repeal of this bill could lead to injury to 
the rapid advancement of color television by increasing cost? 

Mr. Mocu. I would say anything that is done to put any roadblocks 
in the path of television certainly would hurt it, and additional taxa- 
tion would by all means hurt it. 

Mr. Srreson. I would say you have made quite a contribution to 
the committee’s information on the subject. 

Mr. Mocnu. Thank you. 

The Cuatrman. Are there any further questions? 

If not, thank you very much. 

(Mr. Moch later submitted the following prepared statement :) 


STATEMENT OF FRANK J. MOCH, PRESIDENT OF THE NATIONAL ALLIANCE OF TELE- 
VISION AND ELECTRONIC SERVICE ASSOCIATIONS, BEFORE THE COMMITTEE ON WAYS 
AND MEANS oN H. R. 4725, aA Britt To REPEAL Sections 452 anp 462 oF THE 
INTERNAL REVENUE Cope oF 1954 


My name is Frank J. Moch. I come before you as president of the National 
Alliance of Television and Electronic Service Associations, with headquarters 
in Chicago. I come neither as a lawyer nor as an accountant, but as a small- 
business man representing small business. So I hope you will bear with us. 

The people I represent are really small business; the largest employs roughly 
200 men, the majority employ 8 to 12, while many are 1-man operators. We 
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render services on a c. 0. d. job-rate basis, and we also render long-term contract 
service. 

We believe that our people, the independent TV-radio service industry, have 
contributed much to the American scene, particularly in the postwar era, during 
which new industries were needed to accomplish an orderly transition from a 
war- to peace-time economy. We believe we assisted greatly in the establish- 
ment in just a few short years of television as a reality. 

Ours is an industry in a state of constant flux. We are continuously faced 
with tremendous problems, as is every radically new endeavor. Because of its 
peculiarities, our industry has not and probably never will achieve the stability 
enjoyed by most other enterprises. Because of constant changes in design and 
other factors, it is almost impossible to gage the cost of business except in 
retrospect. 

We are, to a great degree, a highly seasonal industry. In fact, we are toa 
great extent a Christmas business. By that I mean that many TV sets are pur- 
chased at Christmastime, and in many cases the obligation to maintain the 
equipment under contract falls almost entirely into the next calendar year, 
even though payment for it is received in the last. To add further problems, 
we have absolutely no way of gaging the amount or cost of the service that will 
be required. Yet prior to the institution of section 452 we paid taxes on cash 
receipts for work to be done, the cost of which we could not predetermine. 
Taxes were thus collected, not on profits but on receipts. 

Unlike big business, the capital available to us is so limited that we cannot 
tie it up, hoping to recover next year. With our people $10,000, $5,000, or even 
$2,000 can be a matter of life and death. A perfect example was the case of 1950, 
during which the service business was far better than in any previous year. 
Consequently, we assumed greater contractual obligations on prepaid basis, and 
were thus taxed in a higher bracket. Again, many of the contracts were assumed 
at Christmas time, and again the work under them was performed in the next 
year. Nineteen hundred and fifty-one turned out to be an exceedingly poor year 
with very low income but great obligations of work under contract. Many 
service companies were forced out of business since they had no cash reserve. 

We are, at the moment, facing another major change in our industry, that of 
color television. The possibilities of predetermining actual costs of service with 
something so new is impossible, and yet we must, of necessity, establish service 
rates on service contracts, otherwise the speed with which this phase will be 
accepted by the public will suffer. Repeal of section 452 would thus place 
us under double jeopardy; on the one hand we would assume unpredictable 
risks as to cost, and, on the other hand, much needed income would be taken as 
taxes even though it would not be profit. 

We do not presume to tell you gentlemen how to run the country. We know 
that you are doing, and have done, a good job. The best example to us was the 
previous enactment of section 452. We have no suggestions. We hope only, 
and we are sure that we can count on your wisdom in retaining such legislation 
as will benefit the country as a whole, and that you will be fair to little business. 
We hope, too, that we will get the same treatment in taxation as do the pub- 
lishers, the auto clubs, the building industry, and others. 

We are sure, too, that, if for no other reason, you will wish to protect the 
tremendous investment Congress has already made in our industry through the 
provisions of GI training, under which many independent service people were 
trained. To eliminate section 452 would, among other things, place this 
investment in serious jeopardy. 


The Cuatrman. The committee will stand in adjournment until 10 
o’clock tomorrow morning. 


(Thereupon, at 2:40 p. m., the committee recessed, to reconvene at 
10 a. m., Friday, March 18, 1955.) 
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FRIDAY, MARCH 18, 1955 


House or REPRESENTATIVES, 
ComMITTEE ON Ways AND MEANS, 
Washington, D. C. 

The committee met, pursuant to recess, at 10 a. m., in the committee 
room of the House Committee on Ways and Means, Hon. Jere Cooper 
(chairman) presiding. 

The Cuarrman. The committee will be in order. 

The first witness is the Honorable Fred Schwengel, of Iowa. Mr. 
Schwengel, we know you as our colleague, but for the record please 
identify yourself. 


STATEMENT OF HON. FRED SCHWENGEL, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF IOWA 


Mr. Scuwencex. Mr. Chairman, I am Fred Schwengel, represent- 


ing the First Congressional District of Iowa. 

In respect to the bills, H. R. 4725 and H. R. 4726, which propose 
to repeal sections 452 and 462 of the Revenue Code of 1954, I wish 
to ask that some thought be given to an exemption for the insurance 
companies whose systems of bookkeeping will be materially affected 
by the repeal of those two sections of the code. All insurance com- 
panies, and especially the automobile casualty companies, have this 
same problem. For years they have been permitted to set up their 
income as reserve against continually maturing obligations, allocating 
such reserves on the basis of experience. The obligation to pay or 
render service, as the case may be, is one that is liquidated from month 
to month. Under any sound system of accounting the prepaid pre- 
mium or dues should be permitted to be taken up as income in accord- 
ance with liquidation of liability. Most companies set up a reserve 
equal to 100 percent of their percentage of the premium altedes down 
as income one-twelfth each month. If they didn’t do this, and con- 
ceivably all of the policies were canceled at once, and they had treated 
the premium paid in advance as income, they would be wholly unable 
to return the policyholder’s unearned premium held by the company 
to meet liability. Not until the company has earned any given portion 
of the premium can it be said that the money paid actually belongs 
to it. It is a deposit as to which they stand in relationship of a trustee 
insuring to the policyholder and requiring of the company a rendition 
of services on payment of a given sum of money at some future date. 

By common practice this period is fixed at a calendar year and 
accounting procedures correspondingly carried out. The provisions 
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of sections 452 and 462 eliminate the need for a dual system of book- 
keeping and the changes in the law which these two sections provided 
are generally regarded as sound. Since the companies will still have 
to pay tax on any net income which remains after the payment of 
the liabilities, there will be no loss of income by the Government. 
Inasmuch as the insurance companies are permitted to carry on a 
practical system of accounting under these sections, and since there 
is no material loss of revenue to the Government, I respectfully urge 
you to exempt the insurance companies in the repeal of these two 
sections. 

The Cuarrman. We thank you for your appearance and the infor- 
mation you have given the committee. 

Mr. Scnwencet. Thank you, Mr. Chairman. 

Mr. Foranp. I ask unanimous consent to insert in the record a letter 
from the Automobile Club of Rhode Island on this subject. 

The Cuatrman. Without objection it is so ordered, and we will also 
insert a letter from Carl H. Lambach, of Davenport, Iowa, relating 
to motor clubs. 

(The letters are as follows :) 


AUTOMOBILE CLUB OF RHODE ISLAND, 
Providence, R. I., March 16, 1955. 
Hon. AIME J. FoRAND, 
United States House of Representatives, 
House Office Building, Washington, D. C. 


DEAR CONGRESSMAN ForANpD: Confirming our very pleasant telephone conver- 
sation of today, I would sincerely appreciate your recording the Automobile Club 
of Rhode Island and its 24,000 members as being opposed to the repeal of sections 
452 and 462 of the Internal Revenue Code. 

The liability to render service to our members extends over a year from the 
date that the dues are paid. It seems right that we should have the opportunity 
to report our 1954 and future years’ membership dues as taxable income on 
an earned basis rather than on a cash basis. We feel that section 452 especially 
presents an eminently fair basis of tax reporting. 

The opportunity afforded under these two sections of the tax law represents 
a potential tax savings to our members of approximately $40,000, and to a civie 
nonprofit organization this is an extremely important reason for our favoring 
the retention of sections 452 and 462. 

We urgently request your cooperation in helping to forestall outright repeal 
of sections 452 and 462 of the Internal Revenue Code. 

Cordially, 
E. S. Harprne, General Manager. 


DaveENpPorRT, lowa, March 15, 1955. 
The Ways AND MEANS COMMITTEE, 
House of Representatives, 
House Office Building, 
Washington, D. C. 

GENTLEMEN: It has been brought to our notice that it is proposed that sections 
452 and 462 of the Internal Revenue Code be repealed. 

Motor clubs, like insurance companies, collect their dues in advance for the 
ensuing year. The expiration and renewal of memberships is continuous. One 
of the substantial parts of the service to be rendered by a motor club is emergency 
road service, which obviously is rendered when needed and at times varying with 
the requirements of the member. Similarly other services rendered by motor 
clubs are rendered at uncertain times, 

For many years insurance companies have been permitted to allocate their 
premium income on a monthly basis and to take up as income one-twelfth of the 
premium each month. This privilege, until made applicable in 1954, was denied 
to motor clubs although in principle the situations were substantially parallel. 
No logical reason has existed in distinguishing the two situations insofar as we 
have learned. The amount of reserve required for anticipated service to mem- 
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bers is readily determinable by experience. Adequate safeguards will be found 


in section 462 (b) if it shall appear that the aggregate of the allocated reserve 
is excessive. 

The former practice necessitated keeping a dual system of accounting—one 
in which dues income had to be taken up in its entirety as income and then de- 
ductions taken based upon actual outlay, and the other based on a more realistic 
view of the transaction in which, for internal accounting purposes, the reserve 
was apportioned on a monthly basis and for tax purposes reported as above 
stated. The change in the law was generally regarded as sound in principle 
and indeed helpful in simplifying accounting procedures of motor clubs. Under 
either procedure it is inevitable that any net income arising after liquidation 
of the liability against which the reserve was set up will be taxable. Conse- 
quently, no ultimate loss of revenue to the Government will ensue by permitting 
the accounting to be made as provided in the present code. 

The opposition of the motor clubs is not based upon any desire or purpose to 
evade the payment of tax upon what is now classified as net income, but simply 
to make it possible to adjust its accounting to the realities of the situation. 

We respectfully urge the continuance in principle at least of the presently 
permitted practice. : 

Respectfully submitted. 

Moror Crus or Iow4, 
Cart H. LAMBACH, 
Vice President and General Counsel. 


The Cuamman. The next witness appearing on the calendar this 
morning is Mr. J. B. Lanterman. Will you come forward, please? 
Will you please give your name and address and the capacity in which 
you appear for the record ? 


STATEMENT OF J. B. LANTERMAN, VICE PRESIDENT IN CHARGE 
OF FINANCE OF AMERICAN STEEL FOUNDRIES, CHICAGO, ILL., 
APPEARING AS CHAIRMAN OF THE FEDERAL TAXATION COM- 
MITTEE OF THE CONTROLLERS INSTITUTE OF AMERICA 


Mr. Lanterman. I am J. B. Lanterman, vice president in charge 
of finance, American Steel Foundries in Chicago. In addition to that 
I am chairman of and in my appearance here I am representing the 
Federal taxation committee of the Controllers Institute of America. 

The Controllers Institute of America, a national organization, has 
included in its membership over 4,000 controllers and financial officers 
from many diversified lines of business and industry. 

The Federal taxation committee of the Controllers Institute consists 
of 54 members from 47 different cities, all of whom are concerned with 
the direction and administration of the Federal tax affairs of their 
respective companies. 

It came as a shock to those of us concerned with Federal tax matters 
to learn of the introduction of bills H. R. 4725 and H. R. 4726 which 
would repeal the provisions retroactively of sections 452 and 462. The 
Controllers Institute appreciates your committee granting it an oppor- 
tunity to participate in these hearings. 

The limited time available between the introduction of the above 
referred to bills and the scheduled public hearings prevented calling 
a meeting of our committee for the purpose of reviewing jointly the 
impact on taxpayers of the repeal of sections 452 and 462. 

However, on Monday of this week, telegrams were sent to 87 indi- 
viduals across the country, all of whom are members of the Federal 
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taxation committee or national directors of the Controllers Institute 
of America. As of the time this statement was prepared, 58 replies 
had been received. 

When. you consider the number who were prevented from replying 
on such short notice because of being away from the office, this response 
is indicative of the extreme interest that exists in these two sections. 
Over 80 percent of those responding came out strongly against repeal 
of these sections. 

In spite of this strong majority, in fairness to our committee, I feel 
that I should point out that four individuals recommended against 
appearing unless the entire committee had an opportunity to review 
the statement. Some of the principles involved in this legislation 
are so important that it was felt mandatory that the position of our 
committee be presented for your consideration. 

In order to establish that the company by which I am employed 
has not been affected by this legislation, I wish to point out that in 
closing our accounts for the fiscal year ended September 30, 1954, we 
could not make an election under either of these two sections. 

It does not appear necessary at this time to repeat the testimony 
that was introduced in the 1954 hearings on H. R. 8300, particularly 
sections 452 and 462, with respect to the desirability of having tax 
accounting conform to regularly accepted accounting principles 
employed consistently for financial reporting purposes. 

It is apparent from the information that has been made public on 
these two sections that loss of revenue is the primary cause for concern. 
All parties familiar with last year’s legislation were cognizant that 
a loss of revenue would occur during the transition period. Sugges- 
tions were made as to methods that should be followed to eliminate the 
“double deduction” in the period of transition that is now being ob- 
jected to so strenuously. 

The American Institute of Accountants urged that Congress spread 
the transitional effect over a 3-year period. It is obvious, therefore, 
that the revenue loss was considered, discussed, and anticipated. 

Reference has been made to ambiguous language that could result 
in litigation and unanticipated loss of revenue. Repeal is not the 
solution to this condition, but rather the drafting of concise language 
that states the original intent of Congress. 

In the replies from members of our committee and directors of the 
institute, the condition most frequently referred to is the chaotic 
situation that would result from changing the rules not in the middle 
of the game, but after the game is over and after everyone thought 
the final whistle had blown. 

Income-tax liabilities have been computed and, in many cases, re- 
turns filed. Dividends have been paid, additional compensation based 
on earnings has been paid, accounts have been audited and furnished 
banks, regulatory bodies, and other governmental agencies. 

It is impossible to change all of these retroactively. Legislation 
retroactive to previous years is desirable in few, if any, cases and in 
all cases must be carefully considered. 

Our recommendations for consideration by members of your com- 
mittee are as follows: 

Section 452 pertains to amounts received which have been recog- 
nized under prior tax rules as currently taxable income even though 
such amounts are to be earned over future periods. Basically, this 
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section contemplates that there shall be no recognition of amounts 
received as income so long as there is a future liability to render a 
service, furnish goods or other property, or allow the use of property. 

This type of provision is essential to conform with good accounting 
practice and avoid the possibility of a tax being imposed upon the 
receipt of money which does not rightly, at the time, represent income. 
On the basis of presently anid information, it does not appear 
that this section affects any substantial amount of revenue, and it is 
recommended that no change be made. 

Section 462 pertains to the allowance of deductions in computing 
taxable income of expenses attributable to the income being taxed but 
not constituting a sufficiently definite legal liability to permit recogni- 
tion under prior tax rules. 

This type of provision is also essential to conform with good account- 
ing practice, but it is recognized that some further study may have 
to be given to it as regards the detail of operation. The following 
comments pertain to the scope of such further study. 

1. Section 462 (d) sets forth a definition of the terms “estimated 
expense” which is susceptible of interpretation and may be too broad 
in scope. The intent of Congress with respect to providing for reserves 
for estimated expenses might be better carried out if, instead of repeal- 
ing the section in toto, it was specifically provided that deductions 
would be allowed for the items of expense enumerated in the reports 
of the congressional committees. 

These items are those which in the past have been commonly ac- 
corded a different treatment for financial accounting than for tax 
accounting purposes. 

2. As an alternative to a legislative restriction to the items of ex- 
pense specifically enumerated in the reports of the congressional com- 
mittees the general purpose of the section might be carried out if the 
character of the estimated expenses qualifying for recognition under 
this section was left to the discretion of the Secretary or his delegate. 

This would permit the recognition of items which were omitted in 
the reports of the congressional committees, particularly since there 
was no intent to enumerate all of the items of expense which should be 
recognized for tax purposes. 

Placing this discretion in the hands of the Secretary or his delegate 
would permit careful consideration being given to the merit of having 
the financial accounting and tax treatment of all the various items 
agree. 

3. A further limitation which might be placed upon the use of 
reserves for estimated expenses could result Tom enactment into the 
section of a specific rule that the expenses be reflected on the tax- 
payers’ books and in published financial statements. 

This statutory requirement would be consistent with the general 
congressional intent of permitting the treatment of expenses for tax 
purposes in the same manner in which they are treated under good 
accounting practice. 

4. As presently written, the section requires that there be taken 
into account each reserve for estimated expenses to which section 
462 applies. This requirement of consistent treatment for all items 
coming within the statutory definition has forced some taxpayers to 
provide for expenses which they normally would not do under ac- 
ceptable accounting practices. 
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The impact of the section, therefore, would be reduced if a tax- 
payer was permitted to establish reserves for such estimated expenses 
as are required under the accounting principles consistently applied 
to its business. 

5. The statute presently provides that if the election to apply 
section 462 is not made in the first taxable year beginning after Be. 
cember 31, 1953, and ending after the day of enactment of the Internal 
Revenue Code of 1954, the consent of the Secretary or his delegate is 
required in order to make an election. 

Although it has been announced that an election with respect to 
the calendar year 1955, and similar fiscal periods, will be accepted 
if the taxpayer indicates his intention by June 30, 1955, there is still 
considerable confusion in the minds of taxpayers as to the ultimate 
scope and advisability of filing an election. 

It would be more satisfactory, therefore, and the impact upon 
revenue in the current year would be reduced, if the statute provided 
for the right to make an election commencing with any subsequent 

ear. 
y 6. The foregoing comments with respect to this section all deal with 
the matter of modifying the scope thereof. It is possible that, re- 
gardless of scope, the basic principle of bringing about a greater 
uniformity in the determination of income for financial reporting 
and Federal income-tax purposes might be preserved if recognition 
were given to a more gradual transition. 

As an alternative to permitting the deduction of the entire amount 
attributable to 1954 income which, at the end of the taxable year, 
is in the estimated expense category, in addition to the payments 
made during the taxable year for these same classes of expenses, it 
is suggested that only a portion of the increased deduction be allowed 
in the year in which the election is made. 

The portion deductible in the year of election and the period over 
which the full additional deduction will be allowed for Federal 
income-tax purposes might coincide with the 5-year period provided 
for in the statute for accelerating the payments of the income taxes 
imposed on corporations. 

Section 6154 of the Interna] Revenue Code of 1954 provides for the 
filing of declarations of estimated tax by corporations commencing 
with September 1955, and provides for a 5-year period at the end 
of which the pay-as-you-go principle of corporate taxes will be fully 
operative. 

In connection with such a transitional provision, it is believed the 
taxpayers should have an option with respect to each item of esti- 
mated expense of deferring over the stated period either (a) the 
amount that would have been required as of the beginning of the year 
of election to cover estimated expenses attributable to the preceding | 
year, or (6) the amount of the estimated expenses as of the close of 
the year of election. 

This alternative is important to the proper determination of income 
for the taxable year and is a matter of consequence if the additional 
deduction is to be allowable pro rata over a period such as 5 years. 

The Controllers Institute of America sincerely urges that your com- 
mittee give serious consideration to these recommendations. 

Thank you, gentlemen. 
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The Cuatrman. Does that complete your statement ? 

Mr. LANTERMAN. Yes, sir. 

The CuarrMan. We thank you for your appearance and the in- 
formation given the committee. 

Are there any questions ? 

Mr. Simpson of Pennsylvania will inquire. 

Mr. Srmpson. I am interested in the paragraph on page 3 of your 
statement, the one in which you refer to replies from your com- 
mittee and directors, Mr. Lanterman. 

Would you comment more at length on why it is impossible to 
change this legislation retroactively and do it fairly? Is that what 
you mean? Wecan change it retroactively and it would not be done 
fairly, that is your point ? 

Mr. LanterMAN. That is the whole point; yes, sir. I do not think 
that it is possible to fairly change it by absolute repeal without giving 
consideration to other amendments that will make it workable. 

Mr. Snowpson. Is it because business has acted upon the belief that 
the law which became law last August would remain the law? 

Mr. LanTerMAN. That is one very important fact; yes, sir. 

Mr. Stmpson. And how serious might the steps be which business 
has made? I am interested in what it would mean to business if we 
change it now retroactively. 

Mr. LanTEeRMAN. Well, I attempted to enumerate in my statement 
some of the facets of business that would be adversely affected. I 
think one that serves as a very good example is where additional com- 
pensation plans are based upon earnings of the corporation, where, in 
reliance upon the provisions of 462, earnings were computed in accord- 
ance with that law. 

It is impossible to retroactively change the additional compensa- 
tion that has been paid hundreds of individuals based upon profits 
computed upon reliance on the law. 

Mr. Smuwpson. You would not have mentioned it if you did not be- 
lieve it was really a serious situation. Your organization is not given 


to scaring the people, and you deal with this committee seriously 
every year we have met. 


Mr. Lanterman. Thank you, sir. 

Mr. Smueson. And yet this argument that you make is based upon 
what you consider would be serious damage to the business world or 
unfair damage by reason of the repeal at this time ? 

Mr. LanterMan. For an outright repeal, yes, sir, I believe it would 
be very serious damage. 

Mr. Stmrson. Thank you, sir. 

The Cuarrman. Are there any further questions ? 

Mr. Lanterman, allow me to inquire briefly for information, and to 
invite your attention to a statement appearing at the top of page 5 
of your prepared testimony presented here. 

That statement reads: 


As an alternative to a legislative restriction to the items of expense specifically 
enumerated in the reports of the congressional committees— 


and especially this following part— 


the general purpose of the section might be carried out if the character of the 


estimated expenses qualifying for recognition under this section was left to the 
discretion of the Secretary or his delegate. 
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Are you proposing that Congress confer upon the Secretary of the 
Treasury, in effect, the discretion of levying taxes upon business of 
this country as he sees proper? 

Mr. LantTerMAN. No, sir. 

The Cuatrman. When you delegate that to the Secretary, what 
else does it mean? 

Mr. Lanterman. So many of the questionable items based upon 
our experience that have been raised, particularly those that might 
result in litigation in the future, are of the so-called fri nature 
that in our opinion they could best be handled by granting the Secre- 
tary or the Commissioner greater discretion than he has been granted 
for the settling of those cases on the basis of logic and good account- 
ing, rather than to try to convert it into legal language which has 
been the cause for most of the misunderstanding. 

The CHarrman. You think it would be sound legislation for Con- 
gress to delegate that type of discretionary authority to the Secretary 
which in effect would mean that he could determine the amount of 
taxes paid by business in this country as he saw proper / 

Mr. Lanterman. After the confines of his authority had been es- 
tablished through legislation; yes, sir. 

The Cuairman. All right. Thank you, sir. 

We appreciate your appearance and the information given the com- 
mittee. 

The next witness is Mr. Thomas L. Preston. Is Mr. Preston here? 

Will you come forward, please? 

Will you please give your name and address and the capacity in 
which you appear for the record ¢ 


STATEMENT OF THOMAS L. PRESTON, GENERAL SOLICITOR OF THE 
ASSOCIATION OF AMERICAN RAILROADS, ACCOMPANIED BY R. L. 
ETTINGER, VICE PRESIDENT IN CHARGE OF THE ACCOUNTING, 
FINANCE, TAXATION, AND VALUATION DEPARTMENT, ASSOCTA- 
TION OF AMERICAN RAILROADS 


Mr. Preston. Yes, Mr. Chairman. My name is Thomas L. Preston. 
I am general solicitor of the Association of American Railroads with 
headquarters here in Washington, D. C. 

I should perhaps say for the record that the Association of Ameri- 
can Railroads is a voluntary nonprofit organization of the class I rail- 
roads of the country, embracing in its membership railroads which 
realize in excess of 95 percent of the total gross revenues of all of the 
railroads of the country, and which operate in excess of 95 percent 
of the total road mileage of all of the railroads of the country. 

The Cuarrman. Do you occupy the position now held for some 
time by Judge Fletcher? 

Mr. Preston. No, Mr. Chairman. Judge Fletcher was vice presi- 
dent and general counsel in overall charge of the law department of 
the association, a position now held by Mr. J. Carter Fort. 

We have in our organization 2 general solicitors who I suppose you 
might properly refer to as Mr. Fort’s 2 principal assistants on his 
staff. 

Now, Mr. Chairman, before coming to the body of the very brief 
statement which I wish to submit, I should like to say to the commit- 
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tee that I do not appear here as in any way qualified in respect of 
the niceties of accounting procedures and practices. 

I do have with me, howev er, Mr. R. L. Ettinger here on my left, who 
is assistant vice president in charge of our association’s s accounting, 
finance, taxation, and valuation department, and if by chance ques- 
tioning should go beyond my department in respect to accounting 
matters, I hope I may be permitted to call upon him for assistance. 

The Cramman. That is agreeable. Go ahead with your statement, 
please, sir. 

Mr. Preston. It is our belief, Mr. Chairman and gentlemen of the 
committee, that retroactive repeal of sections 452 and 462 would result 
in serious injustice to the railroad industry, and that there is no occa- 
sion for repeal of these sections, at least so far as they affect the rail- 
roads whose accounting is prescribed and supervised by the Interstate 
Commerce Commission. 

In his prepared statement which formed the basis of his testimony 
before your committee on March 10, 1955, the Secretary of the Treas- 
ury pointed out that the original objective of these two sections was 
simply to conform tax accounting with business accounting and that 
it was never intended that these provisions would result in any sub- 
stantial loss of revenue as a result of windfalls to taxpayers. 

He added, however, and I quote from his prepared statement, that— 

The objective of trying to conform tax accounting with business accounting is 
still a sound one. 

We submit for your consideration the thought that where business 
accounting, as in the case of the railroads, must conform to regulations 


prescribed by eran authority, there is no occasion for apprehension 


that the availa ility of sec tion 462 will result in any indiscriminate es- 
timates giving rise to undue advantage to the taxpayer. 

On the other hand, with respect to vacation pay accruals it is possible 
that the Government might realize a windfall at the expense of the rail- 
roads, through depriving them of any deduction for vacation pay 
whatever in the year 1955, as I shall point out in a little more detail 
In a moment. 

Before discussing any specific items, a general statement needs to be 
made in the interest of clarity. The accrual basis of accounting re- 
quires the deduction of expense items at such time as will clearly re- 
flect income for the current taxable year. Section 446 of the Internal 
Revenue Code of 1954 so provides. 

There is now, and always has been, an area of controversy with re- 
spect to the proper year for deduction of many different items of 
expense which it was the purpose of section 462 to cure. The dedue- 
tion of such items is inherent in the accrual basis of accounting. 

The uniform system of accounts for railroad companies prescribed 
by the Interstate Commerce Commission, issue of 1952, at page 31, 
provides with respect to unaudited items affecting operating ace ounts 
as follows, and this is a quotation from the classification of accounts: 

When it is known that a transaction has occurred which affects operating rev- 
enues or operating expenses, but the amount involved and its effect upon the 
accounts cannot be determined with absolute accuracy, the amount thereof shall 
be estimated and included in the appropriate operating and balance-sheet ac- 
counts. 


Any such estimate shall be revised whenever and at the time a substantial 
change is indicated and shall be finally adjusted as soon as the exact amount is 
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determined. The carrier is not required to anticipate items which would not 
appreciably affect the operating accounts. 

Under this regulation, for example, two very substantial items of 
liability which the railroads are not only permitted but required to 
accrue on their books are their liabilities for personal injuries and 
freight loss and damage. 

These liabilities come into existence at the very moment when the 
person is injured or the property is damaged, but for the first time 
the Internal Revenue Code of 1954 gave in section 462 specifie recog- 
nition to such liabilities. We think that there is no reason for appre- 
hension that the setting up of such reserves as these by railroad com- 
panies will result in any undue advantage to the taxpayer. 

Contrariwise, the real result is that for the first time the taxpayer 
is assured by statute the right to deduct for tax purposes what mi rays 
should have been specifically recognized as deductible. 

We also submit that insofar as railroad companies are concerned 
there is no reason to fear that unjustifiable items will be claimed, for 
the Interstate Commerce Commission certainly would not permit them 
to be placed on the books. 

The bills under consideration would repeal sections 452 and 462 
retroactively. In the meantime, railroad companies have made and 
published their financial statements for 1954 reflecting their tax 
liability based on the law as it stood at the close of that. year. 

The consequence of retroactive repeal would be that the railroads 
would be placed in the position of having misstated their financial 
position. Commitments no doubt have been made by these companies 
and stockholders have no doubt been led to alter their investments in 
reliance upon statements accurately made under the law but which 
would be rendered inaccurate by retroactive repeal of the provisions 
of the 1954 code in question. 

If it be concluded that section 462 will have an immediate revenue 
effect which requires that it be repealed or modified, we urge that it be 
modified rather than repealed, and the modification we urge is that 
the section be retained in respect of the railroads, whose accounting 
methods and practices are prescribed and supervised by duly consti- 
tuted public authority. 

Retention of the section in this restricted form would certainly not 
permit any such wholesale reduction of taxable income as we under- 
stand to be the basis for the proposed repeal of these two sections 
of the Internal Revenue Code. 

If any further limitation of the application of the section should 
be necessary, such an objective cond vendily be accomplished along 
the lines of one of the witnesses who preceded me this morning, by 
restricting the reserves to specific items to be set forth in the statute. 
Such a limitation would give to the section the definiteness which 
it is now stated to lack. 

In this connection, of primary importance to the railroad industry, 
is the matter of deduction for tax purposes of accruals for vacation 
pay. We think it of the utmost importance that the committee clearly 
understand the situation with regard to this matter. 

Accruals of reserves for vacation pay to which employees are entitled 
by reason of service in a current year, but which will not become 
actually payable until the succeeding year, have been regularly per- 
mitted and made by the railroads. 
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Such accrual was expressly authorized by a ruling of the Bureau of 
Internal Revenue known as I. T. 3956, effective for 1941 and subse- 
quent years. This ruling has been revoked with respect to taxable 
years ending on or after June 30, 1955, and in that connection we eall 
attention to the statement of Mr. Robert A. K: agan, member, legal 
advisory staff, Department of the Treasury, in the course of your 
committee’s hearings on March 11, 1955, at page 167 of the steno- 
graphic transcript, to the effect that ‘the Revenue Service repealed that 
ruling on the belief that taxpayers who previously acted under the 
1947 rulng, I. T. 3956, would continue to take vacation pay under sec- 
tion 462, 

With the respect to vacation pay, therefore, the situation is that 
accruals have regularly been made and recognized pursuant to a rul- 
ing of the Bureau of Internal Revenue which the Internal Revenue 
Service has now revoked on the belief that taxpayers who had pre- 
viously relied upon the ruling would continue the accrual of vacation 
pay under section 462, 

There is no question here whatever of any double deduction result- 
ing from taking the tax benefit of actual payments ina given year and 
the accrual in ‘the same year of prospective payments. 

The question is whethr the railroads might be deprived of any 
deduction whatever in 1955 on account of vacation pay. Far from 
a windfall to the taxpayer, this would result in a windfall to the 
Treasury at the unjust expense of railroad taxpayers. 

We have no doubt that the administrative authorities will prevent 
this, for we believe that our present vacation pay agreements fully 
qualify for the accrual of the item under the regular provisions of law. 

If, however, section 462 is repealed and such administrative relief 
with respect to vacation pay is not forthcoming under present law, 
then we think that legislative relief will be required to prevent a rank 
injustice to the railroads, 

The CHatrMAN. Does that complete your statement ¢ 

Mr. Preston. It does, Mr. Chairman. 

The Cuarrman. We thank you for your appearance and the infor- 
mation given the committee. 

Are there any questions ? 

Mr. thin of New Jersey will inquire. 

Mr. Kean. I would like to ask you a question about this injury 
business. 

Take for instance that very large wreck that the Pennsylvania 
Railroad had a few years ago in R: uhway when there were a great 
many people killed. Of course, the loss to the railroad came in that 
ye 
pe you were not able to take that loss until the courts actually 
settled the case, or the railroad made settlement as they did a few 
months ago? 

Mr. Preston. For tax purposes, that is correct. They were not 
able to take the deduction for tax purposes, although personal in- 
jury losses are accrued on the books on the basis of the experience 
and estimate. 

Mr. Kran. On a basis of experience, each railroad has a reserve and 
is allowed to have, but when they have an extraordinary case like that 
big wreck the Pennsylvania Railroad had there, the deduction does 
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not now properly show in the year the wreck occurred but may show 
several years afterward, after you finally decide what the courts will 
allow. 

Mr. Preston. The actual amount of the liability would certainly 
not be determined by me. 

Mr. Kean. It would be the same way with a big airplane wreck. 
There was one in Elizabeth, N. J., a few years ago, and the airlines 
have been sued by people. Now, again, even though they had this 
extraordinary loss in that year, they have to take it several years 
afterward and not in the year that they really had the loss. 

Mr. Preston. That is correct, sir. 

Mr. Kran. That was one of the things we were trying to cure in 
462. 

Mr. Preston. I understand that. 

The Cuarrman. Mr. Mills of Arkansas will inquire. 

Mr. Mius. Mr. Preston, permit me to inquire as to what your 
situation will be if section 462 is repealed, and I. T. 3956 is extended 
beyond the present date of June 30, 1955? Your situation would be 
upon the repeal of section 462 the same as you had formerly under the 
old section 43 of the code of 1939 with this I. T. 3956 in effect ? 

Mr. Preston. Mr. Mills, if that ruling were continued in effect 
so as to take care, let us say, of the situation with respect to 1955, that 
would remove the difficulty so far as the vacation pay problem is con- 
cerned for 1955, but if the ruling went off the books with respect to 
1946, we would be up against the same thing in 1956. 

We need that ruling for good, because it is a proper ruling and it 
prevents the consequence at some time in the absence of 462 of the 
railroads being deprived in some year of any deduction whatever with 
respect to vacation pay. 

Now, of course, we would certainly like to see that ruling extended, 
but what we would like to see is that ruling reinstated and we believe 
there is every sound basis for its reinstatement rather than its exten- 
sion. 

Mr. Mutts. In other words, Mr. Preston, if section 462 is repealed, 
the Treasury would be in the position of almost having to extend 
this regulation for the remainder of the year 1955, to say the least? 

Mr. Preston. We would think so in good morals; yes, sir. 

Mr. Mirus. Then at the end of the year 1945, it would be hoped, at 
least as far as you are concerned, that I. T. 3956 would be reinstated 
on a permanent basis, or perhaps in some modified form? 

Mr. Preston. Yes, sir. 

Mr. Mitts. But if that were done, then the whole argument of the 
necessity for 462 to take care of vacation pay would collapse? 

Mr. Preston. That is quite right, sir. That is quite right, if it is 
adequately taken care of administratively, the 462 repeal would not 
affect the vacation pay accrual situation. 

Mr. Mizxzs. Now, what is it that the railroads obtain under section 
462 for reserve purposes that they did not have under section 43 and 
I. T. 3956? 

Mr. Preston. Well, the principal items, Congressman Mills, are 
reserves for personal injury, reserves for freight loss and damage, and 
reserves for overcharges. Those reserves are set up on the books but 
they have not been recognized for tax purposes. 
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Now, under 462, I take it that they would be recognized for tax 
purposes ? 

Mr. Mus. Under 462 would the railroads set up reserves for main- 
tenance and operation ¢ 

Mr. Preston. They would not, and if they undertook to do it, I 
think there could be no doubt that the commission would require that 
such reserves be stricken from their books. 

Mr. Mitus. The Interstate Commerce Commission would do that? 

Mr. Preston. Yes, that is the basis of our proposal, that with re- 
spect to the railroads there is no reason for the apprehension which 
has been expressed by the Secretary of the Treasury and others with 
regard to the setting up of unjustifiable reserves for the purpose of 
obtaining, I don’t like to say illegitimate, but unwarranted tax 
deductions. 

Mr. Mutts. In other words, if 462 should remain in law, the rail- 
roads would not be able to establish reserves against operational and 
maintenance expenses, as other corporations might, except for the 
possibility of the Treasury’s proposed or tentative ruling being deter- 
mined to be legal by the courts? 

Without that ruling, I think it is pretty generally conceded that 
the average corporation could reserve against operation and mainte- 
nance expenses, but that would not apply to the railroads because the 
Interstate Commerce Commission =a not let you do that even 
though the tax law permitted it? 

Mr. Preston. That is correct. 

The Cuarrman. Mr. Simpson of Pennsylvania will inquire. 

Mr. Stimpson. Mr. Preston, if this I. T. 3956 were continued indef- 
initely, the need for 462 so far as vacation pay is concerned is elimi- 
nated. Is that right? 

Mr. Preston. That is right, sir. 

Mr. Smpson. And under I.T. 3956 for some period of time, you 
have been getting a reserve for vacation pay ? 

Mr. Preston. Yes, sir. 

Mr. Stupson. So that if it were not for the cancellation or the 
withdrawal of 3956, this item of vacation pay would not be chargable 
at all to 462, would it? 

Mr. Preston. We wouldn’t be here talking about it. 

Mr. Stmpson. And consequently, the amount of loss anticipated 
under 462, if 3956 were kept on the books as Mr. Mills’ question seemed 
to indicate, might be a solution, our anticipated loss under 462 would 
be very much less than the amount we have been told. 

Mr. Preston. Now, as to vacation pay 
Mr. Stmpson. You would remove the vacation pay entirely from 
462. 

Mr. Preston. I see. It is undobutedly true, yes, that the applica- 
tion of 462 in the remaining area would result in a very much lesser 
loss than has been talked about. 

Mr. Srmpson. At the time we adopted the bill with 462 in it, 3956 
was in effect? 

Mr. Preston. Yes, sir. 

Mr. Suwrson. And so in estimating the loss under 462, I have no 
information which indicates that 3956 would be withdrawn. 
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Subsequently, they talked about withdrawing 3956 which throws 
a greater burden on 462 than was anticipated so far as I was con- 
cerned at the time we passed 462. 

Mr. Preston. Well, with respect to the situation of the railroads, 
there is no revenue burden involved at all in the accrual of vacation 
pay continuously. The thing that is to be apprehended if this rul- 
ing is revoked, and there is not available section 462 to take its place, 
there will be a windfall to the Treasury and not a loss of revenue. 

There will be an increase of revenue by reason of the unjustifiable 
circumstances that the railroads will have been deprived of any 
deduction in 1 year. 

Mr. Srupson. I think it is fair to believe, or I believe that the 
Treasury Department will avoid that windfall in one way or another 
by extending 3956 in the event 462 is repealed. 

Mr. Preston. That is certainly our hope. 

Mr. Srmpson. I do not entirely agree that 3956 is in accord with the 
law, so it’is only another argument to me where I think 462 should be 
continued, and if we by sufferance allow 3956 for another year we 
don’t solve the problem. 

Mr. Preston. You certainly would not, sir. 

Mr. Suapson. Therefore, we ought to meet that question right now, 
and while we have a good policy on the books in 462, we ought to con- 
tinue it and adjust it so that it handles these meritorious problems 
that you and others have presented. 

Mr. Preston. And you would have the matter established as a mat- 
ter of statutory provisions rather than the uncertainty of whether a 
ruling will remain or whether it will not remain in effect. 

Mr. Srwpson. That is why I hope the committee will amend this 
rather than repeal it. 

The Cuarrman. Are there any further questions? 

If not, we thank you for your appearance and the information given 
the committee. 

The next witness is Mr. Charles W. Stewart. 

Is Mr. Stewart here? 

Mr. Mason. Before Mr. Stewart begins his testimony, may I make 
a short statement for the record ? 

The Cuarmman. You may. 

Mr. Mason. I have other business and I must go, but before I do I 
want to say this: That so far as this member of this committee is con- 
cerned, I am against repeal of these two sections and for remedial 
amendment of them. 

The Cuarrman. Mr. Stewart, will you please give your name and 
address and the capacity in which you appear for the record ? 


STATEMENT OF CHARLES W. STEWART, EXECUTIVE VICE PRESI- 
DENT OF THE MACHINERY AND ALLIED PRODUCTS INSTITUTE, 
CHICAGO, ILL. 


Mr. Stewart. Mr. Chairman and gentlemen of the committee, my 
name is Charles W. Stewart, and I am executive vice president of the 
Machinery and Allied Products Institute. I am located in Washing- 
ton, D. C., and the principal office of the institute is in Chicago, Il. 

I would like to have permission of the chairman to have my asso- 
ciate, Mr. Brown, join me at the table. 





we 


<4 


en ae 


aati oh ett Nase ta i a been a eae al caine 


Bibs. mens cates 


PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 159 


The Cuarrman. You have that permission. 

Mr. Stewart. I should like, if the committee permits, to merely 
highlight the statement which the committee has before it, so as to save 
your time and perhaps serve the purpose of underlining some of the 
points which may not have been covered in previous testimony. 

Mr. Mitts. With the understanding that your entire statement 
will appear in the record ? 

Mr. Srewart. That I would appreciate. 

The Cuairman. Without objection, that will be done. 

(The statement is as follows :) 


THE Proposep REPEAL oF SecTiIons 452 AND 462 oF THE INTERNAL REVENUE CopE 
or 1954—STATEMENT OF MACHINERY AND ALLIED Propucts INSTITUTE, PRESENTED 
BY CHARLES W. STEWART, EXECUTIVE VICE PRESIDENT 


Mr. Chairman and gentlemen of the committee, we appreciate the opportunity 
to submit the following views of the Machinery and Allied Products Institute 
on the proposed repeal of sections 452 and 462 of the Internal Revenue Code of 
1954 (H. R. 4725 and 4726). 

Speaking on behalf of the capital goods industries of the United States, we 
would like to register with your committee our deep concern over the proposed 
repeal of sections 452 and 462 of the Internal Revenue Code of 1954. This dras- 
tic action, proposed in H. R. 4725 and 4726, is, in our judgment, both unnecessary 
and inequitable. We are, therefore, submitting this statement in an effort not 
only to dispel some of the popular misconceptions which now surround these two 
provisions and to review the unfortunate series of events which has placed 
many taxpayers in a serious predicament, but to propose means by which these 
sections can be retained in modified form consonant with current revenue re- 
quirements. 

It is generally agreed that sections 452 and 462 represent a commendable 
effort to bring tax accounting into harmony with sound business accounting 
principles. We will not go into an extensive recital of the reasoning which led 
to their adoption. The members of this committee are thoroughly aware of 
the inconsistencies which had arisen under prior law and the objectives which 
they had in mind in enacting these provisions. They were neither proposed nor 
adopted as a means of reducing the tax burden on business. The effect of these 
sections has unfortunately been erroneously described as a double deduction. 
Taxpayers will only take one deduction for any item of expense. There is no 
intent to escape any tax nor do either of these provisions have that effect. 

What we are concerned with here is the praiseworthy effort of this committee 
and the Congress of placing an expense deduction in the proper year, that is, 
to avoid the requirement of postponing a deduction for expenses until some 
period after the income to which such expenses are properly attributable was 
earned and reported. That there would be an unavoidable loss of revenue, how- 
ever, during the period of transition was anticipated and recognized by all con- 
cerned. It develops that the amounts involved in establishing reserves for such 
important items as vacation pay, warranties, etc., were somehow significantly 
underestimated at the time section 462 was being considered and adopted by 
Congress. It is this impairment of revenue resulting from the intended and 
legitimate use of section 462 which is the major issue involved here. Recogniz- 
ing this, we are at a loss to understand the recent references made to these pro- 
visions as “loopholes,” “windfalls,” etc. The basic soundness of these two meas- 
ures has never been challenged either during their unanimous adoption or in the 
present haste to disavow them. 

Inasmuch as there is no indication of an inordinate loss of revenue expected 
to result from section 452—prepaid income—and no other sound reasons have 
apparently been advanced in support of its repeal, we will not dwell at length 
on the incontrovertible merits of this change in tax accounting. It does not 
take an accountant or tax specialist to question the validity of requiring tax- 
payers to report in the year received all prepaid income for which he must 
furnish services or goods during future years and, at the same time, require 
him to spread out his expense attributable to this prematurely reported income 
over the entire period. Indeed a recent court decision would appear to cast 
some doubt on this distorted and restrictive application of the old law and the 
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present provision in the new code may represent only a codification, with cer- 
tain administrative safeguards, of prior law. 

We will center our attention, therefore, on section 462. and the issue of loss of 
revenue. We are all equally concerned with this problem and, like other respon- 
sible industry and professional groups which have appeared before this com- 
mittee, are recommending various means by which this problem can be alleviated. 
You will recall that the American Institute of Accountants, which recommended 
these much needed changes in tax accounting procedures, specifically focused 
attention on this problem during the consideration of H. R. 8300 and urged that 
Congress spread the transitional loss from section 462 over a 3-year period. 
This corrective measure is still available to the Congress, and we have included 
it among our specific recommendations. 

Unfortunately much of the cloud which has recently been cast over these two 
provisions—and there has been a tendency to lump them together—arises from 
the tendency to confuse the loss of revenue which would result from the type of 
expenses established under the proposed regulations governing administration 
of section 462 with the greater and presumably unanticipated loss of revenue 
which might result from successful litigation by those taxpayers claiming ex- 
penses presently prohibited by the proposed regulations. The crux of this prob- 
lem, of course, lies in the fact that the statutory language of section 462 is far 
broader than the explanatory language and the examples contained in the House 
and Senate reports. Weareina complete accord with the Secretary of the Treas- 
ury in his apprehension that the recently issued tentative regulations—which, 
by and large, reflect the committee report language—are susceptible to protest 
by many taxpayers. We have so indicated to the Commissioner of Internal 
Revenue. This is not to intimate that some expenses, which many taxpayers 
consider to be within the statutory provisions but nonetheless beyond the scope 
of the tentative regulations, are not justified on sound accounting principles. 
It is fair to say, however, that such items were not intended by the Congress to 
be established under section 462 at this time and that the original revenue loss 
estimates were not made with these items in mind. 

The answer to this problem, however, is not complete and retroactive repeal 
but rather an amendment to the language which would have the effect of validat- 
ing the Treasury’s regulations with certain additional provisions, and of reflect- 
ing what was apparently the original congressional intent. 

By adopting either the amendment which we are recommending or any one of 
the various proposals which have been made by other groups before this com- 
mittee to limit the scope of section 462, most of the costly litigation now antici- 
pated by the Treasury can be eliminated, and the revenue loss more accurately 
estimated and kept within predetermined bounds. 

It should be noted that the impact of the transitional loss resulting from 
establishment of reserves for the type of expenses unquestionably intended by 
Congress was further increased and concentrated by what we believe were two 
unnecessary statutory requirements as the section is presently drafted: (1) That 
a taxpayer electing to establish reserves for certain obvious expense items must 
also set up reserves for all expenses susceptible to reserve treatment under 
section 462, and (2) that the taxpayer could make a free election in its first 
taxable year and would have to obtain special approval of the Commissioner to 
switch in any year thereafter. This latter point was tactfully modified by the 
Treasury in its proposed regulations to encourage postponement of the election 
until the second year. 

Leaving aside the “windfall” or “double deduction” misconceptions and recog- 
nizing that this loss is not only nonrecurring, but may be spread out over what- 
ever period of time is deemed appropriate, there may be a tendency on the part 
of some to search for a means by which these highly desirable objectives can 
be obtained without any attendant loss to the Treasury. The Congress, of course, 
did not take this approach originally in adopting these two sections. However, 
taxpayers themselves were confronted with a similar dilemma in appraising the 
Treasury’s desire to accelerate corporate taxpayments so as to bring Treasury 
receipts from corporate revenue more closely up to date with corporate income 
receipts, a modified pay-as-you-go system. Both the Mills plans and the schedule 
incorporated in the 1954 code, which would further accelerate corporate taxpay- 
ments, have the effect of requiring taxpayers, during the years of transition, to 
pay more than 100 percent of their yearly tax liability. Although this had adverse 
effects on the financial picture of some companies and meant an indefinite post- 
ponement of any recoupment of this overpayment, business generally did not 
challenge either the validity or the operation of this change in collection periods. 
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We cannot understand, therefore, the present hesitancy on the part of the 
Government to accept a similar type of transitional loss under the proper safe- 
guards which are available in order to retain the sound objectives embodied in 
these provisions. 

Before passing on to our specific recommendations, a brief résumé of the 
manner in which taxpayers have been required to act under these provisions 
might be helpful in indicating the predicament in which they are now placed 
as a result of the proposed action. 

The code was enacted on August 16, 1954. While the Congress was apparently 
in complete accord as to the type of expense intended to be covered under section 
462, the language of the statute itselfi—as we have suggested heretofore—was 
extremely broad. Taxpayers who did not avail themselves of the committee 
reports were faced with the difficulty of determining what expenses were proper 
and allowable. The difficulty was compounded in view of the statutory require- 
ment, noted above, of requiring application to all items susceptible to reserve 
treatment. 

Under these circumstances, it is natural that the taxpayers looked to the 
regulations for guidance prior to exercising the election. These regulations were 
not issued, even in tentative form, until Saturday, January 22. In the meantime, 
the Internal Revenue Service made two announcements which had the effect 
of forcing taxpayers to make their election. The first of these was Revenue 
Ruling 54-608, narrowing the allowable vacation expense deductions for accrual- 
basis taxpayers. Many taxpayers who heretofore had deducted vacation pay were 
now forced to establish reserves for this item under section 462. Indeed, in a 
few cases which have been brought to our attention, taxpayers have made an 
election under section 462 to establish reserves for all allowable items solely 
because of this change in Revenue Service policy. 

The second of these announcements by the Commissioner of the Internal 
Revenue Service, on January 5, required all taxpayers electing to avail themselves 
of either section 462 or 452 to enter such items on their regular books of account 
and to reflect them in their financial statements to stockholders, creditors, ete. 
Thus, many firms, faced with the necessity of closing their books for the year, 
issuing financial statements, and declaring dividends, were forced to act, on 
their best judgment, prior to even seeing the proposed Treasury regulations. 
Finally, 1 month after the regulations were issued in tentative form, the Treasury 
made its recommendation to this committee for the complete and retroactive 
repeal of both sections 452 and 462. 

We understand that the Treasury has been concerned over the loss of revenue 
for some time, but there was no indication whatsoever that the Treasury intended 
to propose repeal of these sections or was even seriously entertainnng this type 
of action. We can only conclude that, after reappraisal of the revenue loss, 
the Treasury took a natural step—it issued proposed regulations attempting to 
narrow the impact of the broad language of the statute. These regulations, if 
sustained, presumably would delimit the revenue loss. But the Treasury Depart- 
ment then recognized that the regulations might not stand court test. There 
followed a precipitate recommendation for repeal—withovt, in our judgment, 
sufficient consideration of the remedy of amendment of statutory language. 

There would appear to have been ample time available to study the problem 
and indicate that the Treasury would ask Congress for remedial action, thus 
putting all taxpayers on notice that the provisions were at least subject to change. 
Indeed, the issuance of the proposed regulations would normally he taken as an 
indication that there was no desire to repeal the provisions. If the response to 
the regulations was the sole cause for this concern, then we believe our recom- 
mendation for validating them should suffice. As it now stands, many taxpayers 
throughout the country have closed their books, issued financial statements, 
declared dividends, authorized budgets, and generally organized their financial 
affairs on the basis of the elections made under one or both of these provisions. 

To summarize, we believe that if these principles were sound when adopted, 
they are equally sound today, regardless of the unanticipated impairment of 
revenue resulting from section 462 as it now stands. It would appear that the 
present concern arises out of two principal points: (1) The breadth of the statu- 
tory language, and (2) the amount and concentration of the transitional revenue 
loss. We contend that remedial legislation can, and should, be drafted at this 
time to retain the basic objectives of this provision and yet eliminate the threat 
of extensive litigation, prevent any inordinate loss of revenue and spread the 
anticipated loss of revenue over a longer period of time. Our recommendations, 
briefly set forth below, are designed to achieve this purpose : 
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1. Limit the allowable “expenses” to those liabilities specifically recommended 
in the congressional reports.—The language of section 462 should be amended to 
limit expenses for which a reserve may be established to the types of expense 
suggested in the committee reports. This could be accomplished by enumerating 
those examples which were included in the committee reports and subsequently 
in the proposed Treasury regulations. In addition, a proviso permitting the 
Commissioner, in his discretion, to allow certain other enumerated expense items 
should be included. The Secretary of the Treasury has indicated that he feels 
the clause in the present section 462, giving him certain discretion in the reason- 
ableness of additions to reserves, is not broad enough to cover the propriety of 
the establishment of a reserve itself. We believe that his discretion is broad 
enough under the existing provision, but we would have no objection to its being 
clarified. However, should the Congress adopt our suggestion of enumerating 
expenses, the need for this discretionary authority would seem to be superfiuous. 

We are aware of the fact that, by thus limiting allowable expenses to those 
which are in the nature of liabilities to other persons, an artificial line may be 
drawn in individual cases, and certain expenses which taxpayers in some indus- 
tries have heretofore been reserving under sound accounting principles may 
continue to be disallowed for tax purposes. However, in view of the under- 
standable concern over attendant revenue loss, this would appear the only prac- 
tical means available at this time for eventually achieving harmony between 
tax and business accounting practices. This amendment would, in effect, be in 
the nature of a validation of the proposed Treasury regulations which, by and 
large, reflected the committee language. 

2. Provide that the revenue loss resulting from the reserves be spread over @ 
8-year period.—In view of the general concern over the loss of revenue during 
the transitional period, it would appear desirable and entirely feasible to incor- 
porate provisions in section 462 requiring the taxpayers electing to establish 
reserves to spread the tax effect over an extended period of time. We have 
suggested 3 years, but we are aware that other groups who will be testifying 
today will, in some cases, recommend longer periods of time. The Congress 
itself, after having reappraised the expected loss of revenue from these sections 
as amended, will be in the best position to decide what period of time is most 
desirable. We are not suggesting the means by which this would be achieved 
in view of the fact that there are many alternatives available, such as allowing 
a fractional addition to each year’s reserve or the spreading of the actual deduc- 
tion of the transitional year over the succeeding years. This is a matter upon 
which the technical experts of this committee, the Treasury and the professional 
groups testifying before your committee are in a far better position to make 
recommendations, keeping in mind the practicality and the ease of application 
by the taxpayers. 

3. Eliminate the all-or-nothing requirement in the election Experience with 
capital goods companies indicates that most companies would prefer establishing 
reserves for only a few noncontroversial items such as vacation pay, warranties, 
returns, and the like, and that they would prefer not to set up additional reserves 
for every conceivable item that might properly come within the scope of the 
present section 462. Unfortunately, the present language of the statute would 
require a taxpayer to follow the latter course. In many cases the total reserve 
figures have been unnecessarily increased by this requirement. In addition, 
this all-or-nothing requirement has made the Treasury policy of requiring tax- 
payers to book all reserves extremely onerous in many instances. The removal, 
therefore, of this provision would also have the virtue of eliminating many of 
the objections to the booking requirement. It is recognized, however, that 
should the statute be amended to enumerate only certain specific items, much of 
our difficulty which arises from the all-or-nothing requirement would be elimi- 
nated and similarly our objections to booking all such reserves would, for the 
most part, disappear. 

It may be contended that, if the purpose of the provision is to bring tax ac- 
counting into harmony with sound accounting principles, providing the taxpayer 
with an election to establish reserves only as to certain items, would, in fact, 
further distort this relationship. In our opinion, taxpayers should be required 
to establish reserves only where they feel that such a treatment of an item is 
consonant with sound accounting practice in their business and industry. 

4. Modify the requirement that the tarpayer must make his election in the 
first tarable year or by June 30, 1955, to avoid obtaining special approval of the 
Commissioner.—In view of the desirability of spreading this transitional revenue 
loss over a longer period of time, the Congress might find it appropriate to permit 
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taxpayers a free election at a future date. Elimination of the present incentive 
to early election to avoid special consent of the Commissioner would almost 
certainly result in spreading the transitional revenue loss over a longer period 
of time. The proposed Treasury regulations would allow taxpayers to make this 
election during their second taxable year providing they indicated to the Treas- 
ury their decision to do so prior to June 30, 1955. In any case, a reasonable 
extension of this free election should be granted either by Treasury regulation 
or by statutory provision, especially in view of the confusion which has sur- 
rounded this highly technical provision and the further delays that will result 
before amendments can be adopted and regulations finalized. 

Mr. Srewart. I would like to make one point, that we do not wish 
by our statement to appear to be captious as to the congressional action 
taken originally with reference to 452 or 462 or as to the handling of 
matter by the Treasury Department or its staff. 

I think it is necessary when we look back on the history of a pro- 
vision of this sort, which is highly complicated and technical in char- 
acter to suggest that it might be handled a little bit differently. But 
we are fully aware of the complexity of tax legislation and tax admin- 
istration. 

I should like to say also that it is possible that in the rush to prepare 
a statement in order to file it timely, in a timely fashion with the com- 
mittee, we may not have had sufficient time to cover all angles. 

If we fail to cover all angles we will ask permission to supplement 
our statement in writing. 

I think also that our most important contribution would be to put 
this matter in perspective from the standpoint of a major group of 
corporate taxpayers in the United States, having at the same time due 
regard for revenue considerations. 

I think you have heard fully from members of the professional 
societies who can testify much more ably than I to the accounting 


questions involved, and also we are not in a —— to look at the 


details of revenue information which is available to the Treasury. 

First, gentlemen, I should like to state the problem as we see it, 
which we think really is quite simple. The Congress had in mind 
originally a very legitimate and universally accepted objective, 
namely, it was to make the accounting requirements of the new tax 
law with respect to prepaid income and reserves for estimated ex- 
penses consonant with normal accounting practice to the extent 
feasible. 

There naturally would be an indentical loss of revenue, but the pro- 
vision, to the best of our knowledge, was not designed as a tax re- 
duction or a tax-saving device. In legislating that objective, which 
is stated clearly in the congressional reports, the Congress wrote 
language which was broader than its intent in our judgment. 

The next step was that in estimating the revenue loss which would be 
incident to carrying out this accounting objective, the Treasury De- 
partment apparently underestimated the figure. Moreover, I think 
it should be recognized that this mistake in estimate was compounded 
by certain administrative requirements which were imposed by the 
Internal Revenue Service and as to those I will give a little bit more 
detail in a few moments. 

Later, it appears to us, and this is purely conjecture and surmise 
because we don’t know what was in the minds of all persons involved, 
but later it rhage to us that the full revenue implications became 
apparent to the Treasury and in the process of drafting regulations 
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which were proposed and submitted to interested persons for com- 
ment, these provisions were narrowed by regulations in order to mini- 
mize the revenue loss and in order to conform administration to what 
the Treasury Department correctly believe to be congressional intent. 

The next step was that the Treasury in our judgment recognized 
and we believe rightly so, that its regulations however well intende 
and however justifiable on grounds of revenue restriction and general 
reasonableness, did not conform to the letter of the law as contained 
in the statute. 

These regulations were challenged in some respects, I am informed, 
by individual taxpayers, and apparently the Treasury conceded that 
the challenge was with good cause. 

Only the next step in our judgment fails to make sense, which is 
the step that is before this committee at the present time. The Treas- 
ury Department has recommended outright repeal of the law. That 
is as to sections 452 and 462. 

We submit respectfully that the obvious next step would be to 
consider means of amending the law so that it would coincide with 
the regulations which the Treasury had in mind, and with certain 
additional refinements. 

It is that proposition which we submit is the proper approach that 
should be taken by the Congress at this time. 

Now as indicated in our written statement, we believe that it is 
necessary and desirable to dispel some popular misconceptions about 
these two provisions of the code. In the first place, we believe that 
there has not been in any commentary on the provisions of the code 
embodied in 452 and 462 any derogation of the principle involved. 

It has not been contested. There is misconception on that per 

Secondly, as far as the capital goods industries are concerned, which 
the machinery institute represents, we do not know of any company 
which contemplated going beyond the intent of Congress as distin- 
guished from the broad language of the statute. 

In other words, to the best of our knowledge, to the extent that 
we had opportunity to check, capital goods companies were going 
to take reserves on the limited basis confined or stated in the report 
as clistinguished from the broad basis permitted by the law. 

In other words, the implications as far as our industries are con- 
cerned of unreasonableness on the part of business under this provi- 
sion are unfounded to the best of our knowledge. 

I think it is important to bear in mind also that the pyramiding 
or concentrating of the revenue loss which concerns the Treasury and 
this committee very properly, has been aggravated first by certain 
requirements of the statute, and, second, by certain administrative 
requirements imposed by the Treasury through its Internal Revenue 
Service. 

In other words, to the extent that taxpayers have, as stated in current 
newspaper commentaries, rushed to take advantage of this provision, 
for the most part they were forced to move within deadlines imposed 
by the Internal Revenue Service for certain administrative reasons. 

A further misconception is the question of double deduction. It is 
true that when you go into a transitional period, in this type of change 
in the code, there is a transitional loss of revenue, and during the first 
year that this would take effect some companies would be taking for 
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tax purposes certain deductions for the same type of expenses for 
which they might reserve for liabilities incurred and which would 
become due in subsequent years. 

However, the deduction would not be for the same specific liability 
or the same specific expense. So that it is unfair to imply that the 
“windfall”, is a double deduction for the same specific liability or the 
same specific expenditure of funds. 

The final misconception we think is that these provisions of the 
code would benefit all character of business in the sense of enabling 
them to conform their tax practice to their commercial practice as far 
as the deductions are concerned. 

The provisions would apply across the board in industry, and they 
would not benefit only large corporations, and the great majority of 
the companies in the capital-goods field are medium-sized and small 
companies, and the interest runs to all of those companies. 

Now, gentlemen, I would like next to read from pages 6 and 7 of our 
statement in order to emphasize the very complicated history that has 
ensued since this particular provision of the code was enacted, which 
explains why we have the dilemma that we are in now. 

Beginning on page 6 with the second paragraph : 

The code was enacted on August 16, 1954. While the Congress was apparently 
in complete accord as to the type of expense intended to be covered under section 
462, the language of the statute itself, as we have suggested heretofore, was 
extremely broad. 

Taxpayers who did not avail themselves of the committee reports were faced 
with the difficulty of determining what expenses were proper and allowable. 
The difficulty was compounded in view of the statutory requirement, noted above, 
of requiring application to all items susceptible to reserve treatment. 


In other words, if you read the code strictly, a taxpayer had to take 
all or nothing, even though he would have preferred to take only a part. 


Under these circumstances, it is natural that the taxpayers looked to the 
regulations for guidance prior to exercising the election. These regulations were 
not issued, even in tentative form, until Saturday, January 22. 

In the meantime, the Internal Revenue Service made two announcements which 
had the effect of forcing taxpayers to make their election. 


It is this forcing process to which I previously alluded. 


The first of these was revenue ruling 54-608, narrowing allowable vacation 
expense deductions for accrual-basis taxpayers. 


That Congressman Mills has questioned the previous witness on. 


Many taxpayers who heretofore had deducted vacation pay were now forced 
to establish reserves for this item under section 462. Indeed in a few cases 
which have been brought to our attention, taxpayers have made an election under 
section 462 to establish reserves for all allowable items solely because of this 
change in Revenue Service policy. 

The second of these announcements by the Commissioner of the Internal 
Revenue Service, on January 5— 


and this is an extremely important announcement from the standpoint 
of burden on industry 


required all taxpayers electing to avoid themselves of either section 462 or 452 
to enter such items on their regular books of account and to reflect them in their 
financial statements to stockholders, creditors, ete. 

Thus, many firms, faced with the necessity of closing their books for the year, 
issuing financial statements, and declaring dividends were forced to act, on their 
best judgment, prior to even seeing the proposed Treasury regulations. 
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And certainly not seeing them in final form. 


Finally, 1 month after the regulations were issued in tentative form, the 
Treasury made its recommendation to this committee for the complete and retro- 
active repeal of both sections 452 and 462. 

We understand— 


to emphasize this point further— 


that the Treasury has been concerned over the loss of revenue for some time, 
but there was no indication whatsoever that the Treasury intended to propose 
repeal of these sections or was even seriously entertaining this type of action. 
We can only conclude that— 


as I have suggested at the beginning that— 


after reappraisal of the revenue loss, the Treasury took a natural step. It 
issued proposed regulations attempting to narrow the impact of the broad lan- 
guage of the statute. These regulations, if sustained, presumably would delimit 
the revenue loss— 

in accordance with the type of expenses set out by this committee in its 
report. 

But the Treasury Department then recognized that the regulations might not 
stand court test. . There followed a precipitate recommendation for repeal, with- 
out, in our judgment, sufficient consideration of the remedy of amendment of 
statutory language. 

Now, our recommendations are flexible in this sense: We do not 
believe that it is possible to tailor the amendments which we propose 
in general precisely until this committee, its staff, and the Treasury 
staff considered further the revenue question. 

Certain of these matters that we proposed here, therefore, are 
phrased in flexible language, and deliberately so. 

First, we think that the allowable expenses should be limited to 
those liabilities specifically recommended in the congressional re- 
ports. In accordance with the chairman’s question of the previous wit- 
ness or the witness before that, we believe that it would be the wish of 
this body, and of the Congress as a whole, to set out its view in fairly 
specific fashion, at least, as to those principal expenses which it be- 
lieves should be covered by the statute. 

Examples could be enumerated in the code, in somewhat the same 
fashion they were previously enumerated in the reports. In addi- 
tion, if the committee wishes, it might include a provision allowing 
the Commissioner in his discretion to allow certain other enumerated 
expenses. 

Now, we are aware, gentlemen, that from the standpoint of the 
purity of the accounting approach to this, that by drawing that line 
finally in accordance with the report and the spirit of the intent of 
Congress, we should not be carrying out necessarily the full account- 
ing objective. It is somewhat artificial to draw a line between a lia- 
bility and a type of internal expense as Congressman Mills has al- 
luded to such as maintenance and repair. 

But on the other hand, we are dealing here with a practical and 
realistic problem of loss of revenue, and we believe that there is merit 
to drawing that line at this time, and that perhaps over a period of 
time that line might be extended under proper control. 

Second, we recommend that the revenue loss resulting from the re- 
serves be spread over a period of time. Now, we have suggested con- 
sideration of a 3-year period. It is that provision which I wanted to 
emphasize as completely flexible. Once the first question is answered, 
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we submit, and once this law is limited to the type of expenses which 
will hold it down to a reasonable package from a revenue standpoint, 
we believe that the Treasury and the staff of this committee would be 
facilitated in an accurate estimate of what kind of a period of time 
would be necessary in order to spread this loss over that period con- 
sistent with the budgetary and general fiscal objectives of the Federal 
Government. 

Third, with respect to this matter of all or nothing, we think that 
was a mistake as contained in the law, as far as revenue implications 
are concerned, and it is not the wish of the average American business 
to do this on an all or nothing basis. It is neither practicable nor 
desirable and it certainly isn’t desirable from a revenue standpoint. 

That provision with respect to all or nothing should be striken from 
the code in our judgment. 

Finally, we believe that the code should be modified in respect to the 
requirement that the taxpayer must make his election in the first tax- 
able year or by June 30, 1955, to avoid obtaining special approval of 
the commissioner. 

Now, this was another example of the manner in which the revenue 
affects of this code were pyramided or concentrated within a short 
period of time either by inadvertent provision in the code, or by in- 
advertent administrative action on the part of the Revenue Service. 

Now, carrying this discussion just one point further, I should like 
to add this, if it please the committee. By adopting the amendments 
which we have proposed we believe that most of the costly litigation 
which Secretary Humphrey in his testimony emphasized, could be 
eliminated and that the revenue loss could be definitely more accurately 
estimated and kept within predetermined bounds. 

Leaving aside the misconceptions that we have referred to pre- 
viously and recognizing that this loss is nonrecurring, this would be a 
transitional loss, and that it might be spread over whatever period 
this committee deems appropriate. 

I think there may be a tendency on the part of some to search for a 
means by which these accounting objectives might be realized without 
any attendant loss of revenue and if that could be done that cert: ainly 
would be a commendable move in the right direction. 

We think, however, that it is only realistic to realize that in the first 
place Congress did not take this approach originally. It recognized 
some incidental loss. 

In the second place, we don’t see a way in which you can accomplish 
this kind of a transitional move without attendant revenue loss, and 
we cite as a previous example of what occurs when you make a move 
of this type the so-called Mills plan as extended in the last Revenue 
Code, w ith reference to pay as you go for corporate tax payments. 

That was on the other side of the fence. The taxpayers then were 

confronted with a dilemma in appraising the Treasury’s desire to 
accelerate corporate tax payments so as to bring Treasury receipts 
from corporate revenue more closely up to date with corporate income 
receipts, and a modified pay-as-you-go system. 

Both the Mills plan and the schedule incorporated in the 1954 code 
which would further accelerate corporate tax payments have the effect 
of requiring taxpayers during the years of transition, to pay more than 
100 percent of there yearly tax liability. 
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Although this had adverse affects on the financial picture of some 
companies, particularly small businesses, and meant an indefinite, and 
I underline that, of any recoupment of this overpayment, business 
generally did not challenge the validity or the operation of this change 
in collection periods. 

Now I recognize, gentlemen, that the provisions of acceleration are 
not before this committee, and merely make the point to indicate that 
when you make a move of this type whether you do it on one side or 
the other side, from the standpoint of taxpayer effect, there is likely to 
be a transitional effect on the revenues either accruing to the taxpayers 
in terms of his take, or accruing to the revenue in terms of the tax 
take. 

In brief, Mr. Chairman, we believe that the law can be amended, 
and that the committee should give careful consideration to amend- 
ment along the lines we have recommended and along the lines rec- 
ommended by other witnesses. | 

The Cuarrman. Does that complete your statement ? 

Mr. Stewart. It does. 

The Cuatrman. We thank you for your appearance and the infor- 
mation given the committee. 

Are there any questions? 

Mr. Mills of Arkansas, will inquire. 

Mr. Mus. Mr. Stewart, I have just a question or two. I noticed 
in your statement that you called attention to the possible relationship 
of the so-called Mills plan, and the recent plan of the Treasury Depart- 
ment included in the 1954 code requiring corporations to declare and 
pay tax on estimated income and the relationship of those plans to 
this situation before us. 

The point I wanted to bring out so that there would be no misunder- 
standing is this: The matter included in the code last year was not my 
suggestion, as you know. That proposal came directly from the 
Treasury. 

Now, Tet me ask you this, Mr. Stewart: What in your opinion would 
the members of your organization be permitted to reserve under 462 
that they could not formerly provide for in reserves under section 43 of 
the code of 1939? 

Mr. Stewart. Insofar as the statute in its present form is concerned, 
I think lawyers can argue from here to the corner as to how broad that 
language is. I am going to have to get at your question directly, if you 
don’t mind, sir. 

One of the problems that has arisen under the present language is 
that some taxpayers were informed by the Treasury through the Sec- 
retary’s statement the other day, and through information which has 
reached us indirectly, and have indicated their intent to claim certain 
types of internal expenses incurred by the corporation for internal 
purposes, as for example maintenance and repair. That is distin- 
guished from outside liabilities, as for example vacation pay, war- 
ranties, and the like. 

I think it can be effectively argued that the code provision in its 
present form might permit, and the courts might hold that it might 
permit both types of those expenses or liabilities, whichever you 
wished to call them. 

I think that the general package is much broader than was permit- 
ted under the prior law. I have indicated previously that I think the 
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general package was much broader than the committee intended, and 
that the Treasury intended. 

I think that to carry the answer to your question one step further, 
if the law were amended along the lines that we propose, and if at 
least initially it were limited to the types of liabilities set out in the 
report, as for example vacation pay, and warranties, the capital goods 
manufacturers with whom we have discussed this matter would be 
permitted to take only or would take only a few items that they are 
now presently permitted to take and notably vacation pay and war- 
ranties and guaranties and that similar type of thing. 

Does that answer your question, sir? 

Mr. Mrs. Well, you have answered it I am sure as best you can. 
It is not quite in the detail that I had hoped you could answer it. 

But let me see if I understand the answer you have given me now. 
Do you think the 1939 code provisions, section 43, went as far as sec- 
tion 462 with respect to these outside liabilities, I believe you call 
them ? 

Mr. Stewart. No, sir, I donot. I must not have made myself clear. 
I think for the most part both the internal type of expenses that I 
have described, and the external liabilities would not have been per- 
mitted to be reserved for under the prior code. 

There is a somewhat different situation with reference to the han- 
dling of vacation pay which might have been accrued and was being 
accrued by some companies under special ruling to which you referred, 
of the Internal Revenue Service, but in the large and broadly speak- 
ing section 462 introduced the possibility of taxpayers taking a larger 
number, a broad category of expenses and liabilities which were not 
permitted under the prior code according to my understanding. 

Mr. Mitts. Both external and internal ? 

Mr. Stewart. That is right. 

Mr. Mus. That is the point, is it not ? 

Mr. Stewart. Yes, and I merely carried the answer this step fur- 
ther, that we believe this was not intended as to internal type of ex- 
penses such as maintenance and repair by the congressional intent as 
reflected in the report, and further, that if the code were narrowed to 
these types of external liabilities, as reflected in the report, both the 
number of expenses and the revenue loss would be substantially 
delimited. 

Mr. Mitts. What is your understanding of what the situation would 
be so far as your businesses are concerned with 461 in the law, and 462 
out of the law on the past operations, that is in relation to past opera- 
tions? Would 461 with I. T. 3956 remaining in effect permit these 
businesses to reserve in the same manner that they have formerly 
reserved ¢ 

Mr. Stewart. As to vacation pay, you mean. 

Mr. Mitts. For expenses, vacation pay and other matters. 

Mr. Stewart. I must confess, gentlemen, that we are not tax experts 
in the full sense of the word. It is our understanding that under any 
code provision, previously existing to 462, with the exception of treat- 
ment under some conditions of vacation pay, our companies would 
not be permitted to reserve with respect to liabilities currently incurred 
but fall due in the future, but that they would be under the provisions 
of 462. 
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Now, the whys of that are tax questions that I can’t testify to com- 
pletely from a legal standpoint, but I think it is conceded by the legal 
advice by our companies, that 462 does grant an additional privilege 
with respect to reserving for expenses and liabilities for the future 
as contrasted with the present code, in all its respects. 

Mr. Mirus. Mr. Stewart, I asked you the question to get your opin- 
ion on whether or not we would limit the situation for the future 
through the repeal of 462. That is, would we lessen what it was, say, 
in the calendar year 1953 ? 

Now, do we or do we not take from the taxpayer anything that he 
had in the calendar year 1953 merely by the repeal of 462 ? 

Mr. Stewart. By the repeal of 462, to give you a specific example 
as we understand the law, and as the practice of business has been 
developed, you would not be permitted to reserve currently for war- 
ranty obligations, which apply to current business done but which 
would not become due until the subsequent tax year, and take that 
reserve for deduction purposes in the current year, unless 462 were 
in effect. 

Mr. Mixs. And you could not do that in the calendar year 1953? 

Mr. Stewart. No, you could not. 

Mr. Mitts. I am asking you if we take more from you than you 
had in the calendar year 1953 for reserve purposes, through the repeal 
of section 462. Are we returning you to where you were in 1953 or 
are we taking something away from you that you had in the year 
1953? 

Mr. Srewart. In general you are restoring what was in existence 
prior to the enactment of the Revenue Code of 1954. 

Mr. Muus. That is all we are doing, in your opinion ? 

Mr. Srewart. With respect to vacation pay, the situation is com- 
pounded by the statutes of I. T. regulations previously written. 

Mr. Mirus. Aside from that, is that correct ? 

Mr. Stewart. That is correct. 

The Cuatrman. Are there any further questions ? 

If not, we thank you for your appearance and the information given 
the committee. 

(The following matter was also submitted for the record :) 


RECOMMENDATIONS FOR MODIFICATION OF SECTION 462, INTERNAL REVENUE CopE— 
ADVANCE SUMMARY OF STATEMENT TO THE COMMITTEE ON WAYS AND MEANS, 
Uniteap States House oF REPRESENTATIVES, PRESENTED BY THE MACHINERY 
AND ALLIED Propucts INSTITUTE 


This advance summary of a statement on behalf of the Machinery and Allied 
Products Institute is directed to the recently introduced legislation (H. R. 4725 
and H. R. 4726) which would retroactively repeal sections 452 and 462 of the 
Internal Revenue Code of 1954. This drastic action, in our judgment, is both 
unnecessary and inequitable. We are, therefore, proposing several specific 
recommendations for modification of section 462 which appear on page 3 of this 
statement. 

It is generally agreed that both of these provisions represent a desirable step 
toward harmonizing tax accounting with sound business accounting principles. 
They were neither proposed nor adopted as a means of reducing the tax burden 
on business. That there would be an unavoidable loss of revenue during the 
period of transition, however, was anticipated and recognized by all concerned, 
and we are at a loss to understand the recent references made to the provisions 
as a loophole in the code. 

Inasmuch as there is no indication of inordinate loss of revenue resulting from 
section 452 and since a recent court decision would apparently permit under prior 
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law what is intended under this provision of the new code, there appears no 
need to have the section 452 statutory provision repealed. 

It appears that the real question involved is impairment of revenue. Unfortu- 
nately, the transitional revenue loss was underestimated. Surely, however, the 
unanimous approval of both Republican and Democratic members of the House 
Ways and Means Committee and the Senate Finance Committee was not based 
solely and precariously on the accuracy of this estimate. The basic soundness 
of these two measures has never been challenged either during their unanimous 
adoption or in the present haste to disavow them. 

We fully appreciate the concern of the Treasury and of the Congress over the 
loss of revenue which could result from section 462 as it now stands. Indeed, 
many taxpayers and professional groups, who urged the adoption of this pro- 
vision, cautioned the Congress and the Treasury on the distortion to the revenue 
picture which might result from the provisions drafted in H. R. 8300. The 
American Institute of Accountants specifically focused attention on this problem 
and urged that the Congress spread the transitional loss from section 462 over 
a 3-year period. This corrective measure is still available to the Congress and 
we have included it among our specific recommendations. 

Another unfortunate aspect of this problem is the apparent tendency to confuse 
the loss of revenue which would result from the type of expenses established 
under the proposed regulations, with the greater and completely unanticipated 
loss of revenue which might result from successful litigation by those taxpayers 
claiming expenses presently prohibited by the proposed regulations. The crux of 
this problem, of course, lies in the fact that the stautory language itself is far 
broader than the explanatory language and examples contained in the House and 
Senate reports. We are in complete accord with the Secretary of the Treasury 
in his apprehension that the recently issued tentative regulations which, by and 
large, reflect the committee report language are susceptible to protest by many 
taxpayers. We so indicated to the Commissioner of Internal Revenue. This is 
not to intimate that the expenses which many taxpayers consider to be within 
the statutory provisions but nonetheless beyond the scope of the tentative regu- 
lations, are not justified on sound accounting principles. It is fair to say, how- 
ever, that such items were not intended by Congress to be established under 
section 462 at this time and that the revenue loss estimates were not made with 
these items in mind. 

The answer to this problem, however, is not complete and retroactive repeal 
but rather an amendment to the language which would have the effect of vali- 
dating the Treasury’s regulations with certain additional provisions, and of re- 
flecting what was apparently the original Congressional intent. 

It should be noted that the impact of the transitional loss resulting from estab- 
lishment of reserves for the type of expenses unquestionably intended by Congress 
was further increased and concentrated by what we believe are two unnecessary 
statutory requirements: (1) that a taxpayer electing to establish reserves for 
certain obvious items must also set up reserves for all expenses susceptible to 
reserve treatment under section 462, and (2) that the taxpayer could make a free 
election in its first taxable year and would have to obtain the Commissioner’s 
approval to switch in any year thereafter.. This latter point was tactfully modi- 
fied by the Treasury in its proposed regulations to encourage postponement of 
the election until the second year. 

The final and a most crucial point, which must be fully appreciated before 
any action is taken on the proposed legislation, is the effect of retroactive 
repeal on the many taxpayers who have acted in good faith in accordance with 
the Treasury regulations and announcements. These taxpayers, in compliance 
with Treasury requirements, have established reserves on their books of account 
and have reflected them in their financial statements, dividends to stockholders, 
and budget estimates. It should be pointed out that the Treasury in announcing, 
prior to the issuance of regulations even in tentative form, that any taxpayer 
wishing to avail itself of either section 462 or 452 would have to make the proper 
entries on its books before closing them for the year and reflect them in its finan- 
cial statements to stockholders and creditors, etc. As a result such taxpayers 
were forced to act, to their present detriment, before the Treasury made public 
its present concern over these provisions and proposed their repeal. Irrespec- 
tive of whatever course of action Congress ultimately adopts, some provision 
must be made for equitable treatment of taxpayers who have already acted under 
the provisions proposed to be repealed or amended. 

To summarize, it would appear that the present concern arises out of two 
principal points: (1) the breadth of the statutory language, and (2) the amount 
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and concentration of the transitional revenue loss. We contend that remedial 
legislation can be and should be drafted at this time, which would achieve the 
basic objectives of this universally recommended provision and yet eliminate 
the threat of extensive litigation, prevent any inordinate loss of revenue and 
spread the anticipated loss of revenue over a longer period of time. Our recom- 
mendations, briefly set forth below, are designed to achieve this purpose: 

1. Limit the allowable expenses to those liabilities specifically recommended 
in the congressional reports.—The language of section 462 should be amended 
in some manner to limit the type of expense for which a reserve may be estab- 
lished to the type of expense suggested in the committee reports. This could 
be accomplished by enumerating those examples which were included in the 
committee reports and subsequently in the proposed Treasury regulations. In 
addition, a proviso permitting the Commissioner, in his discretion, to allow cer- 
tain other unenumerated expense items should be included. We are aware of 
the fact that by thus limiting allowable expenses to those which are in the na- 
ture of liabilities to other persons an artificial line may be drawn in individual 
cases and other expenses which taxpayers have heretofore reserved under sound 
accounting principles may be eliminated for tax purposes. However, in view 
of the understandable current concern over attendant revenue loss, this would 
appear the only practical means available at this time for eventually achiey- 
ing harmony between tax and business accounting practices. This amendment 
would, in effect, be in the nature of a validation of the proposed Treasury regula- 
tions which, by and large, reflected the committee language. 

2. Eliminate the all-or-nothing requirement in the election.—Experience with 
capital goods companies indicates that most companies would prefer establish- 
ing reserves for only a few noncontroversial items such as vacation pay, war- 
ranties, returns, and the.like, and that they would prefer not to set up additional 
reserves for every conceivable item that might properly come within the scope 
of the present section 462. Unfortunately, the present language of the statute 
would require a taxpayer to follow the latter course. In many cases, the total 
reserve figures have been unnecessarily increased by this requirement. In 
addition, this all-or-nothing requirement has made the Treasury policy of requir- 
ing taxpayers to book all reserves extremely onerous in many instances. The 
removal, therefore, of this provision would also have the virtue of eliminating 
many of the objections to the booking requirement. 

38. Provide that the revenue loss resulting from the reserves be spread over a 
8-year period.—In view of the Treasury’s concern over the loss of revenue during 
the transitional period, it would appear entirely feasible to incorporate pro- 
visions in section 462 requiring the taxpayer electing to establish reserves to do 
so on a fractional basis over an extended period of time, preferably 3 years. 
There are, of course, a variety of mechanics for achieving this objective, and 
many precedents exist in the tax statutes by which revenue loss has been spread 
over succeeding years. 

4. Modify the requirement that the taxpayer must make his election in the 
first taxable year or by June 30, 1955, to avoid obtaining special approval of the 
Commissioner.—In view of the desirability of spreading this transitional revenue 
loss over a longer period of time, the Congress might find it appropriate to permit 
taxpayers a free election at a future date. Elimination of the present incentive 
to early election to avoid special consent of the Commissioner would almost cer- 
tainly result in spreading the transitional revenue loss over a longer period of 
time. The proposed Treasury regulations would allow taxpayers to make this 
election during their second taxable year providing they indicated to the Treas- 
ury their decision to do so prior to June 30, 1955. In any case, a reasonable 
extension of this free election should be granted either by Treasury regulation or 
by statutory provision, especially in view of the confusion which has surrounded 
this highly technical provision and the further delays that will result before 
amendments can be adopted and regulations finalized. 


The Crarrman. The next witness is Mr. Fleming Bomar. Is Mr. 
Bomar present ? 


Give your name, address, and the capacity in which you appear for 
the record. 
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STATEMENT OF FLEMING BOMAR, AN ATTORNEY, WASHINGTON, 
D. C., APPEARING ON BEHALF OF THE AMERICAN AUTOMOBILE 
ASSOCIATION AND A NUMBER OF ITS AFFILIATED CLUBS 


Mr. Bomar. Thank you, Mr. Chairman. My name is Fleming 
Bomar, and I am an attorney with offices in the Southern Building, 
in Washington, D. C., specializing in the tax field, and I appear here 
in behalf of the American Automobile Association and some 45 of 
its affiliated clubs. <A list of these clubs appears on the last page of my 
prepared statement. 

The American Automobile Association and its affiliated clubs are 
deeply concerned over the request made by the Secretary of the 
Treasury to the chairman of your committee that Congress repeal 
retroactively both sections 452 and 462 of the Internal Revenue Code 
of 1954. 

Although we support the accounting principles contained in sec- 
tion 462, our primary interest is in retaining section 452 in the law, 
and my statement is devoted entirely to section 452. We call atten- 
tion to the fact that the Secretary of the Treasury in recommending 
repeal of both of these sections, leveled his principal criticism at sec- 
tion 462 and the loss of revenue which might stem from double deduc- 
tions taken by a taxpayer in 1 year. We do not believe the same objec- 
tions apply to section 452, and other witnesses have pointed out that 
the magnitude of the revenues involved is infinitesimally less. We 
believe instead that section 452 authorizes a sound and realistic method 
of accounting for prepaid income which should be retained in the law. 

Since 1943 the American Automobile Association and its affiliated 
automobile clubs have been held by the Commissioner and by the 
courts to be subject to full corporate income and surtaxes despite the 
fact that the association and its affiliated clubs are organized as non- 
profit, membership corporations and devote a very substantial part of 
their time and energy to activities which are beneficial to the public 
in general. 

The income of an automobile club is derived primarily from dues 
paid by its members. In general, dues are paid for 1 year in advance 
and a club which receives dues from a member has the obligation of 
rendering services to the member for a period of 1 year. 

The accounting profession agrees, in general, that a club which uses 
the accrual method of accounting should report dues as taxable income 
on an earned basis rather than a received basis. For example, if a 
member joins a club on December 1 of a calendar year and pays 1 
year’s dues of $12 in advance, the accountants recommend that the 
club should report $1 per month as taxable income as services rendered 
instead of reporting the entire $12 as taxable income when received. 
It can make quite a difference in a club which puts on a membership 
drive at the end of the year, which may have $100,000 of additional 
dues income out of which it expects to have $90,000 of expenses, and 
yet it would have to pay a 52-percent tax on the $100,000 of income 
before it has the opportunity of rendering the services. 

From the point of view of sound accounting, the net income of a 
club is not reflected accurately or realistically unless dues are reported 
as income over the same period of time that services must be rendered. 
In other words, dues income should be reported in a manner which 
matches the expenses attributable to the income. 
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Prior to adoption by the Congress of the Internal Revenue Code of 
1954, there was considerable confusion regarding the right of an auto- 
mobile club to report dues as income on an earned basis rather than a 
received basis. 

In Automobile Club of Michigan v. Commissioner, decided by the 
Tax Court a 1954, it was held that that club was required to report 
its dues as taxable income when received, irrespective of the method 
employed by the club in keeping its books and records and irrespective 
of sound accounting practices. 

This case is now on appeal before the sixth circuit and the appeal 
has not been decided. I was advised yesterday that the New Jersey 
club has a case involving the same point for prior years in issue before 
the Court of Claims at the present time. 

The Commission, by contrast, ruled in I. T. 3369 that certain mag- 
azine publishers who received prepaid subscription income were not 
required to report their subscriptions as income for tax purposes until 
earned if their books and records were kept on this basis. 

Also, in the early part of this year, in Beacon Publishing Company 
v. Commissioner, the Court of Appeals for the 10th Circuit reversed 
the Tax Court and permitted a newspaper publisher using the accrual 
method of accounting to report subscription income on an earned basis 
rather than a cash basis. ‘Thus, prior to the 1954 code, discrimination 
existed among taxpayers having prepared income, and the correct 
method of reporting prepaid dues income for tax purposes was in 
litigation. 

If section 452 is repealed retroactively, all automobile clubs on the 
accrual basis of accounting will again be confused regarding the 
method which must be followed in accounting for dues income. 

Litigation, with inconsistent results, will follow. Tax cases of 
automobile clubs which have been settled in the light of the provisions 
contained in the 1954 code may be upset for 1954 and future years. 

The American Automobile Association and its affiliated clubs are, 
of course, in sympathy with any effort of the Treasury Department 
and of the Congress to plug loopholes which exist in the tax laws. We 
respectfully suggest, however, that section 452 is not a loophole in 
the law. On the contrary, the Commissioner, in past years, has suc- 
ceeded in collecting an income tax on certain types of prepaid income, 
such as dues income, before the tax was rightfully due. 

In order to correct this obvious inequity, transitional problems are 
encountered in the year of the change of accounting methods, just as 
your prior speaker indicated. These problems occur necessarily only 
in the year of the change, and are not permanent problems, nor do they 
cause any permanent loss of revenue. 

If in the year of the change, the reduction in Federal revenues 
caused by the correction of this inequity is too great in view of the 
fiscal needs of the Government, the reduction in tax should be spread 
over a reasonable number of future years. We have the same sug- 
gestion, therefore, as the proponents of the retention of section 462. 

It should be remembered that the transitional problems under sec- 

tion 452 occur only because the Commissioner in past years collected 
his tax on prep paid income before the tax was properly due. It is our 
earnest conviction that a tax should not be collected on dues income 
and similar items of prepaid income until the income is earned and 
that legislation to the contrary grants a windfall to the Government. 
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Accordingly, we urge that section 452 should be retained in its 
entirety in the Internal Revenue Code of 1954. If this is impossible, 
we urge as a minimum that a provision be retained in the 1954 code 
granting to automobile clubs using the accrual method of accounting 
the right to elect whether dues income and other similar items of pre- 
paid income should be reported (1) on an earned basis or (2) on a 
received basis, so long as the taxpayer is consistent. 

We emphasize that almost all of the criticism of these accounting 
provisions was directed to section 462 and not to section 452. We 
urge your separate and careful consideration of our request to retain 
section 452 in the law. 

(The list of clubs is as follows :) 


AFFILIATED CLUBS OF AMERICAN AUTOMOBILE ASSOCIATION 


AAA Motor Club of Harrisburg, Harrisburg, Pa. 
Alabama Motorists Association, Birmingham, Ala. 
Arizona Automobile Association, Phoenix, Ariz. 
Arkansas Automobile Club, Little Rock, Ark. 

The Auto Club of Berkshire County, Pittsfield, Mass. 
Automobile Club of Central New Jersey, Trenton, N. J. 
Auto Club of Hartford, Hartford, Conn. 

Automobile Club of Michigan, Detroit, Mich. 
Automobile Club of Missouri, St. Louis, Mo. 
Automobile Club of Philadelphia, Philadelphia, Pa. 
Automobile Club of Pittsburgh, Pittsburgh, Pa. 
Automobile Club of Rhode Island, Providence, R. I. 
Automobile Club of Southern California, Los Angeles, Calif. 
Automobile Club of Southern New Jersey, Camden, N. J. 
Automobile Club of Washington, Seattle, Wash. 
Beaver County Motor Club, Rochester, Pa. 

Bedford County Motor Club, Bedford, Pa. 

California State Automobile Association, San Francisco, Calif. 
Carolina Motor Club, Charlotte, N. C. 

Chicago Motor Club, Chicago, Il. 

Cleveland Automobile Club, Cleveland, Ohio 

Crawford County Motor Club, Meadville, Pa. 

Georgia Motor Club, Inc., Atlanta, Ga. 

Idaho State Automobile Association, Boise, Idaho 
Inland Automobile Association, Spokane, Wash. 
Lancaster Automobile Club, Lancaster, Pa. 

Louisville Automobile Club, Louisville, Ky. 

Minnesota State Automobile Association, Minneapolis, Minn. 
Montana Automobile Association, Helena, Mont. 
Motor Club of Iowa, Davenport, Iowa 

Kellys White Deer Motor Club, New Columbia, Pa. 
North Dakota Automobile Club, Fargo, N. Dak. 

The Ohio State Automobile Asociation, Columbus, Ohio 
Oregon State Motor Association, Portland, Oreg. 

St. Petersburg Motor Club, St. Petersburg, Fla. 
Schuylkill County Motor Club, Pottsville, Pa. 

Tampa Motor Club, Tampa, Fla. 

Uniontown Motor Club, Uniontown, Pa. 

Valley Automobile Club, Trafford, Pa. 

Washington County Motor Club, Washington, Pa. 
White Rose AAA Motor Club, York, Pa. 

Wilkinsburg Auto Club, Wilkinsburg, Pa. 


The CHatrmMan. Does that complete your statement ? 

Mr. Bomar. Yes, sir. 

The Cuatrman. We thank you for your appearance and the in- 
formation given the committee. 

Are there any questions? 
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Mr. Mills of Arkansas will inquire. 

Mr. Miixs. Mr. Bomar, as I understand your presentation you take 
no position with respect to the question of repeal of section 462. You 
are only urging that 452 not be repealed ? 

Mr. Bomar. We approve in general the principles contained in 
section 462, and we appreciate that modification of that section would 
be desirable. 

Mr. Mitis. But actually the benefit to the automobile clubs or or- 
ganizations that you represent is largely in section 452 ? 

Mr. Bomar. It is largely in section 452, and due to the short time 
I had, I preferred to concentrate on 452, although we are somewhat 
interested in obtaining 462. 

Mr. Mitxs. Not all of your automobile clubs in the various States, 
or association I should say, are on an accrual basis, are they ? 

Mr. Bomar. No, a number are on a cash basis, the smaller ones. 

Mr. Mirus. And those on a cash basis would derive no benefit from 
retention of section 462 ? 

Mr. Bomar. That is correct. 

Mr. Mitus. They woud derive no benefit from retention of section 
452? 

Mr. Bomar. That is correct. 

Mr. Mrs. It is only those on an accrual basis that would derive 
the benefit ? 

Mr. Bomar. That is correct. However, a taxpayer on a cash basis 
may with the approval of the commissioner change to the accrual basis. 

Mr. Miius. But it has to be approved by the commissioner ? 

Mr. Bomar. That is correct. 

The Cuatrman, Is there anything further? 

Mr. Reed of New York will inquire. 

Mr. Reep. I notice that you have a list of affiliated clubs of the 
American Automobile Association, and as part of the statement you 
want that included in the record, do you not? 

Mr. Bomar. Yes, I do. Those are the clubs which specifically auth- 
orized me to represent them today in connection with this statement. 

Mr. Mirus. I have just one thing. Mr. Bomar, these two sections 
are very closely related, at least they are considered to be closely re- 
lated by technicians in this field. Do you think it would be advisable 
or that the situation could be justified that we retain 452 even though 
we delete 462 from the law ? 

Mr. Bomar. I think it could be done. I do not believe that the 
sections are necessarily Siamese twins, so that the repeal or modifica- 
tion of one would require the repeal or modification of the other. 

The Carman. We thank you for your appearance and the in- 
formation given the committee. 

Mr. Bomar. Thank you. 

The CuHarrman. The next witness on the calendar is Mr. Francis 
R. Cawley. Is Mr. Cawley here? Please give your name and address 
and the capacity in which you appear for the record. 


STATEMENT OF FRANCIS R. CAWLEY, VICE PRESIDENT OF THE 
MAGAZINE PUBLISHERS ASSOCIATION, WASHINGTON, D. C. 


Mr. Cawtey. Mr. Chairman, my name is Francis R. Cawley, and 
I am vice president of the Magazine Publishers Association, Inc., and 
in such capacity I represent 400 magazines. I wish to thank you and 
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members of your committee for the opportunity to present the views 
of the Magazine Publishers Association, Inc., in connection with the 
re to repeal sections 452 and 462 of the Internal Revenue Act 
of 1954. 

Gentlemen, I have kept in touch with the development of other 
statements presented to this committee, and I do not propose here 
today to go into repetition. Early this morning I decided that for the 
purposes of my presentation I would just give you a brief summary 
of the impact of the repeal of these provisions on our particular 
industry. 

I do not come before your committee as a tax expert, but rather as 
an Official of an association whose members are greatly concerned with 
the possible effects on their businesses should H. R. 4725 or H. R. 4726 
be enacted. 

It has been my experience, in appearing before congressional com- 
mittees over the years, that you have been quite fair and reasonable 
when all facts have been placed before you. It is with this confidence 
that I approach your committee today. 

Section 452 of the Internal Revenue Code of 1954 was enacted for 
the purpose of simplifying and improving tax accounting procedures, 
and not for the purpose of radical tax reductions. This merely codi- 
fied trade practices and existing rulings of the Treasury Department 
in our industry that have existed for many years. 

It is our position that the repeal of section 452 will not affect the 
tax revenues received from our industry. On the other hand, if section 
452 is repealed, we respectfully request that the committee make it 
clear that such action is not to be interpreted to interfere with existing 
rulings of the Treasury Department under which our industry has 
operated. 

We know that the Secretary of the Treasury has stated that: 
Repeal of these two provisions will reinstate the legal rights of everyone just as 
they were under the old law prior to last August and protect the Government 
from revenue loss which was never intended by the Congress. 

Hence, our basis for assuming that whatever action may be taken 
with respect to section 452 such will not alter these basic Treasury 
rulings. 

Yet despite this firm assurance of the Secretary of the Treasury 
that we would return to our legal rights under prior rulings, we are 
frankly concerned with the effect of a repeal of section 452 upon such 
rulings. I am certain that members of this committee will appreciate 
the far-reaching effects of a change in attitude on this matter by the 
Treasury Department. This would create severe financial burdens 
and to some would spell disaster. 

For many years about 95 percent of our publishers have been operat- 
ing on a deferred income basis under rulings of the Treasury Depart- 
ment. Perhaps this situation is unique in our business, but neverthe- 
less without deferring subscription income a high percentage of our 
members would be forced out of business. This is a positive statement 
of fact and should be fully recognized. 

An analysis of the ABC statements for 132 general magazines of 
over 100,000 circulation discloses that approximately 75 percent of 
subscription income applies to copies which must be printed and deliv- 
ered in subsequent taxable years. If this 75 percent, now being de- 
ferred, should become taxable income immediately, without offsetting 
the related manufacturing and distribution costs, the impact of taxes 
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on this income would be so great as to threaten bankruptcy to many of 
our members. 

In light of these facts, our publishers have spread their subscrip- 
tion income over the period of the subscriptions, and income was not 
reported until the year in which it was earned. As a matter of fact, 
the income is not rightfully earned until such time as the magazines 
are delivered. Another aspect of subscriptions is that a large number 
take effect in the latter part of a calendar year, so that deliveries of 
magazines extend over a minimum of 2 calendar years and, depending 
upon the duration of the subscription, even longer. 

As I have stated, deferment of subscription income has heretofore 
been recognized and approved by the Treasury Department. Never- 
theless, inconsistencies in rulings gave rise to some litigation. It was 
our sincere conviction, however, that the enactment of section 452 con- 
tributed greatly toward giving statutory sanction to trade practices 
and eliminated confusion. 

I submit, therefore, by way of summary, that insofar as our maga- 
zine publishing industry is concerned, the enactment of section 452 
codified a practice in existence for many years and its retention will 
not reduce the revenue to be derived by the Treasury Department from 
the magazine industry. 

We also wish to express an objection to the repeal of section 462 on 
the ground that repeal would penalize business and industry. Count- 
less irrevocable commitments have been made on the basis of tax con- 
siderations authorized by this section of the law. Such commitments 
include plant expansion, production schedules, dividends and pur- 
chases generally. 

Business confidence in Government is an essential ingredient of our 
prosperity and should not be treated lightly. There may be a way of 
effecting an adjustment or compromise once all of the facts are on 
the table. 

It is not an easy task which faces your committee. The Internal 
Revenue Code of 1954 is probably not a perfect piece of legislation, but 
in general it is probably a good one. From time to time modifications 
will have to be effected. We believe, gentlemen, that this can be ac- 
complished without the necessity of repealing sections 452 and 462. 

I thank you. 

The Cuarrman. Does that complete your statement? 

Mr. Cawtey. Yes, sir. 

The CHatrman. We thank you for your appearance and the infor- 
mation given the committee. 

Are there any questions? If not, we thank you, sir. 

The next witness is Mr. J. D. Bierman. Is Mr. Bierman here? 

Please give your name, address, and the capacity in which you 
appear for the record. 


STATEMENT OF JACQUIN D. BIERMAN, PARTNER, J. K. LASSER & 
CO., NEW YORK CITY, APPEARING FOR ASSOCIATED BUSINESS 
PUBLICATIONS, AGRICULTURAL PUBLISHERS ASSOCIATIONS AND 
NATIONAL BUSINESS PUBLICATIONS 


Mr. Brerman. Mr. Chairman and gentlemen of the committee, my 
name is Jacquin D. Bierman and I am a partner in the accounting 
firm of J. K. Lasser & Co.,in New York City. With your permission 
I should like my partner, Mr. Elin to join me at the table. 
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Our office represents a considerable number of magazine publishers, 
both large and small. I am speaking on behalf of these publishers, 
and, in addition, on behalf of two associations of magazine publishers 
which are different from those represented by Mr. Crawley. These 
are the Associated Business Publications and the Agricultural Pub- 
lishers Association. 

Since this statement has been prepared, we have also been author- 
ized to speak on behalf of the National Business Publications, another 
association of business papers. 

I should like, first, to describe these associations for which we speak. 

The Associated Business Publications is an association of 157 busi- 
ness publications. These publications are devoted to serving indus- 
trial, institutional, merchandising, and professional activities. Be- 
cause of the vast complexity of our economy, you will find business 
publications which are specifically designed to serve such widely di- 
verse fields as the chain stores, cotton processing, steel making, petro- 
leum products, and almost every other field which can be imagined. 
The list of members of the Associated Business Publications attached 
will give an indication of the type of publication to which I refer. 

The circulation of these publications is generally relatively small 
since they devote themselves to rather narrowly defined fields. The 
average circulation would be somewhere around 15,000. As you can 
see, however, they reach into every segment of our industrial and com- 
mercial life. 

The Agricultural Publishers Association is an association of 35 
farm magazines. Included are both the nationally circulated farm 
magazines and those devoted to specific States and areas. In a sense 
they are business publications for farmers. The list of members of the 
Agricultural Publishers Association attached gives an indication of 
the type of publication concerned. As you can see they cover every 
section of the farming population. 

Of vital importance to these magazine publishers are tax account- 
ing rules which correctly reflect income, particularly those in section 
452 of the Internal Revenue Code of 1954. Let me explain how the 
reporting of prepaid income affects publishers. 

Magazine publishing income can be classified into two broad cate- 
gories—income from advertising, and income from subscriptions. 
Advertising income is billed at the time the insertion appears in the 
periodical, and only in rare instances is the advertising paid in ad- 
vance. Income from subscriptions is either paid in advance, imme- 
diately upon billing, or in some instances paid over the period dur- 
ing which the subscription is serviced. 

Among the business paper and the farm magazine publishers, all 
subscriptions are either paid in advance or payment is made in full 
upon billing. 

When the subscription is sold, the publisher immediately assumes a 
liability to service such subscription over its term. In the case of 
business papers, subscriptions normally range from 1 to 3 years. For 
farm magazines, they may run a longer period. This liability not only 
extends to the actual publication and delivery of the magazine, but 
could also result in an actual cash refund for the unearned portion 
of the subscription received in the event of cancellation or cessation of 
publication. 
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Subscriptions paid in advance are therefore in the nature of de- 
posits. As this income is earned over a period of time, substantial 
fulfillment costs are incurred. 

To reflect income properly, prepaid subscription income should thus 
be reported when earned. This is sound, normal, and conservative 
accounting practice under the accrual method of accounting. It is 
the proper economic basis for showing annual earnings. To tax this 
income before it is earned is a distortion in the annual pattern of 
income. 

The so-called claim-of-right theory which has obtained in tax ac- 
counting, has in the past required that prepaid subscriptions be re- 
ported in full as taxable income in the year received. This theory has 
prevailed in those instances where the taxpayer had the unrestricted 
right and use of moneys, representing advance payments for services 
to be rendered in the future. The Treasury Department originally 
imposed this practice upon magazine publishers. It refused to permit 
them to defer prepaid subscriptions over the life of the subscription. 
See Treasury ruling GCM 20021, 1938-1, C. B. 157. 

Subsequently, by administrative ruling, the Treasury Department 
recognized that this tax accounting procedure did not properly reflect 
income. In its ruling, I. T. 3369, 1940-1 C. B. 46, it has authorized 
certain publishers of periodicals to defer prepaid subscriptions over 
the years earned, but only if they had previously kept their records 
and filed their tax returns on this basis. 

Not all publishers are able to utilize this Treasury-approved method 
of reporting income. As a matter of fact, most of the smaller ones, 
which had been originally required by the Treasury Department to 
report prepaid subscription income in the year received, are unable by 
the Treasury’s ruling to report it on the years earned. And this applies 
to a great number of business publications. They are thus required to 
pay tax on income before it is really earned, and to bear the expenses 
of servicing those subscriptions in subsequent years. 

The extension of this deferral method.of accounting under I. T. 
3369 to certain publishers—and normally these were larger ones— 
was entirely proper and correct. However, the inability of the smaller 
ones to use this method was not fair nor equitable to them. 

Section 452 of the Internal Revenue Code of 1954 permits income 
received in advance be deferred and reported over the period of time 
during which it will be earned. It is thus particularly applicable 
to magazine publishers. It corrects the relative inequities currently 
existing. It permits all magazine publishers to use a true accrual 
method of accounting when reporting income. 

As a matter of fact, as has been previously pointed out to you, the 
Tenth Circuit Court of Appeals in the Beacon Publishing Co. case has 
recently held that prepaid subscriptions must be deferred over the 
period earned, and therefore implies that past years of administrative 
and eo interpretation have not been correct. However, this is 
one decision out of many, and it leaves the problem more confused 
and requiring clarification to a large degree than before. 

Section 452 represents a major advance in resolving the uncer- 
tainties of the past 15 years in the tax treatment of prepaid subscrip- 
tions. To repeal that section at this time would only complicate this 
area still further. 
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The repeal of section 452 might further be interpreted to constitute 
a disapproval of Treasury ruling I. T. 3369. If so, it would upset 
the accounting practices of the entire publishing industry. It would 
literally destroy the financial position of many of its members, and 
make it difficult for them to continue in business. 

Certainly, the tax problems of magazine publishers must have been 
well-known to the Treasury and the Congress when section 452 was 
enacted. No new questions or twists of interpret ation of that section, 
as it affects such publishers, have even been suggested. 

The letter from Secretary of the Treasury George M. Humphrey 
to the Honorable Jere Cooper, chairman, Committee on W ays and 
Means, released March 7, 1955, combines objections to sections 452 
and 462, relating to estimated expenses, in one statement. Lrrespec- 
tive of any objections to section 462, it is difficult to see how taxpayers 

can use section 452 “to defer income in excess of anything contem- 
plated at the time they—sections 452 and 462—were proposed.” Con- 
sequently, in this area the deferral of prepaid subscription income 

cannot be said to be a new issue, not contemplated in section 452. This 
area cannot be said to support a repeal of that section. 

It must be mentioned that many of the smaller publishers which 
were entitled to defer prepaid subscription income for the first time 
in the year 1954, have acted in reliance upon section 452. Books have 
been closed, and financial statements have been prepared, on this 
basis—as has been required by the Treasury Department’s proposed 
regulations. Stockholders and creditors and other interested per- 
sons have been apprised of the financial operations of these companies 
on this basis. Many of the smaller publishers, in reliance upon the 
method of accounting provided by section 452, have so planned their 

cash flow that the payment of an unexpected tax because of its retro- 
waite repeal of section 452 could work a hardship. 

Irrevocable contributions to profit-sharing plans on behalf of em- 
ployees, and bonus commitments to employees have been made based 
upon the method of reporting prepaid income under section 452. Esti- 
mates of working capital, amounts to be borrowed, the effect of the 
accumulated earnings penalty tax prescribed by section 531 of the 
Internal Revenue Code of 1954—section 102 of the 193 and 
dividend policies have all been based upon section 452 as it now ap- 
pears in the law. 

Any contemplated repeal of section 452, retroactive to January 1, 
1954, must take all these considerations, and undoubtedly many more, 
into account. It will cause considerable confusion with respect to 
financial statements which have already been issued and which are in 
the process of being issued. So far as it appears to us, any repeal of 
section 452 would create more consternation and more problems than 
would be solved. Repeal is not required either by considerations of 
sound fiscal planning, nor of equality of taxation. 

Finally, it must be noted that section 452 reflects the tax account- 
ing priniples which are valid in and of themselves. They represent 
a correction of past years of confusion and distortions in taxable 
income. 

We respectfully suggest that section 452 should be continued in the 
law, certainly as respects magazine publishers, solely upon its own 
fundamental and basic merits. 
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The CuatrMan. Does that complete your statement ? 


Mr. Brerman. Yes, sir. 


The Cuarrman. We thank you for your appearance and the infor- 
mation given the committee. Do you desire the list which is attached 
to your statement to appear in the record ? 


Mr. Bierman. I do, sir. 


The CuarrMan. Without objection, it is so ordered. 


(The list is as follows :) 


AGRICULTURAL PUBLISHERS ASSOCIATION 


MEMBER FARM PUBLICATIONS 


American Agriculturist 

The Arizona Farmer 

The Arkansas Farmer 
California Farmer 

Capper’s Farmer 

The Cattleman 

Colorado Rancher & Farmer 
The Dakota Farmer 

The Farmer 

Farm Journal 

Farm & Ranch—Southern Agriculturist 
The Farmer-Stockman 
Florida Grower and Rancher 
Hoard’s Dairyman 

The Idaho Farmer 

Kansas Farmer 

Michigan Farmer 

Missouri Ruralist 


ASSOCIATED BUSINESS PUBLICATIONS 


MEMBER PUBLICATIONS 


Advertising Age 

Advertising Agency 

Air Conditioning & Refrigeration News 

American Artisan 

American Aviation 

American Brewer 

American Builder 

American Fur Breeder 

American Lumberman & Building Pro- 
ducts Merchandiser 

American Machinist 

American Perfumer and Essential Oil 
Review, The 

American Printer & Lithographer 

Architectural Forum 

Architectural Record 

Audio 

Automotive News 

Aviation Week 

Bakers Weekly 

Baking Industry 

Billboard, The 

Blast Furnace and Steel Plant 

Buildings—The Magazine of Building 
Management 

Business Education World 

Bus Transportation 

Canner, The 


Montana Farmer-Stockman 
National Live Stock Producer 
The Nebraska Farmer 

New England Homestead 

The Ohio Farmer 

The Oregon Farmer 
Pennsylvania Farmer 
Poultry Tribune 

Prairie Farmer 

The Progressive Farmer 

The Southern Planter 
Successful Farming 

The Utah Farmer 

Wallace’s Farmer and Iowa Homestead 
The Washington Farmer 

The Western Farm Life 

Wisconsin Agriculturist and Farmer 


Chain Store Age 
Administration Edition 
Drug Executives Edition 
brug Store Managers Edition 
General Merchandise Variety Store 
Executives Edition 
Grocery Executives Edition 
Grocery Managers Edition 
Variety Store Managers Edition 
Chemical Engineering 
Chemical Week 
Coal Age 
Construction Methods and Equipment 
Control Engineering 
Corset & Underwear Review 
Cotton Trade Journal, The 
Crockery & Glass Journal 
Diesel Power 
Display World 
Editor & Publisher 
Electrical Construction & Maintenance 
Electrical Merchandising 
Electrical West 
Electrical Wholesaling 
Electrical World 
Electronics 
Engineering & Mining Journal 
Engineering News-Record 
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ASSOCIATED BUSINESS PUBLICATIONS—Continued 


MEMBER PUBLICATIONS—Ccontinued 


Export Trade & Shipper 

Factory Management & Maintenance 

Fibre Containers & Paperboard Mills 

Fire Engineering 

Fleet Owners 

Food Engineering 

Food Packer 

Footwear News 

Furniture Retailer 

Gas Age 

Geyer’s Dealer Topics 

Gift and Art Buyer, The 

Giftwares 

Glass Digest 

Glass Industry, The 

Handbags & Accessories 

Heating, Piping & Air Conditioning 

Hosiery & Underwear Review 

Hospital Management 

Hotel Monthly, The 

House and Home 

Housewares Review 

Ice Cream Trade Journal, The 

Industrial Design 

Industrial Distribution 

Industrial Marketing 

Infants’ & Children’s Review 

Inland Printer, The 

Interior Design 

Interiors 

Lamp Journal 

Linens & Domestics 

Lingerie Merchandising 

Log, The 

LP-Gas 

Luggage & Leather Goods 

Lumberman, The 

Manufacturing Confectioner, The 

Marine Engineering 

Materials & Methods 

Men’s Wear 

Mining World 

Modern Brewery Age 

Modern Packaging 

Modern Plastics 

Motor 

Motorship 

National Cleaner & Dyer, The 

National Petroleum News 

National Real Estate & Building Jour- 
nal 

Notion & Novelty Review 

Nucleonics 

Office Appliances 

Office Management 

Oil & Gas Journal, The 


Pacific Builder and Engineer 

Pacific Fisherman 

Pacific Laundry & Cleaning Journal 

Pacific Work Boat 

Packer, The 

Paper Sales 

Paper Trade Journal 

Petroleum Engineer, The 

Petroleum Processing 

Petroleum Refiner 

Photo Dealer 

Power 

Printers’ Ink 

Product Engineering 

Progressive Architecture 

Poultry & Eggs Weekly 

Pulp & Paper 

Railway Age 

Railway Locomotive & Cars 

Railway Signaling & Communications 

Railway Track & Structures 

Rock Products 

Sales Management 

Savings Bank Journal 

Signs of the Times 

Sports Age 

Standard Rates & Data Service 
Business Publication Rates & Data 
Consumer Magazine Rates & Data 
Newspaper Rates & Data 
Radio Rates & Data 

Starchroom Laundry Journal 

Supermarket News 

Textile World 

Thomas’ Register of American Manu- 

facturers 

Tide 

Timberman, The 

Traffic World 

Vend 

Wastes Engineering 

Water & Sewage Works 

Water Works Engineering 

Welding Engineer 

Western Advertising 

Western Baker 

Western Canner & Packer 

Wines & Vines 

Wood & Wood Products 

World Oil 


DAILY BUSINESS NEWSPAPERS 
Daily News Record 

Retailing Daily 

Women’s Wear Daily 


The Cnatrman. Are there any questions? The Chair hears none. 
Mr. Brerman. May I have the privilege of inserting a list for the 


National Publishers Committee ? 


There is one other association which 


does not have a list attached, and may I have permission to insert for 
the record a list of the members of that association ? 
The C ¢. How many are there ? 
1e CHAIRMAN. How many are there / 
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Mr. Brerman. One hundred and seventy-six. 

The Cuarrman. That would be rather long. 

You have covered that in your statement, have you not? 

Mr. Bierman. I have not submitted a list of those members. 


The Cuarrman. All right. 


We thank you for your appearance and the information given the 


committee. 
(List referred to is as follows :) 


NATIONAL BUSINESS PUBLICATIONS 


MEMBER PUBLICATIONS 


Advertising Age 

Industrial Marketing 

American Gas Journal 

American Paint Journal 

American Paint and Wallpaper Dealer 

American Painter and Decorator 

Drilling 

National Fisherman 

Floor Covering Profits 

Fountain & Fast Food 

Grocer-Graphic 

Rubber World 

Premium Practice 

Sales Management 

Tires TBA Merchandising 

Yankee Food Merchant 

Boat & Equipment News 

The Boating Industry 

Progressive Grocer 

Finish 

Chicago Electrical News 

Automotive Industries 

Boot and Shoe Recorder 

Commercial Car Journal 

Department Store Economist 

Distribution Age 

Hardware Age 

Hardware World 

Iron Age 

Jeweler’s Circular-Keystone 

Motor Age 

The Optical Journal and Review of 
Optometry 

The Spectator 

Industrial Woodworking 

Maintenance 

Plastics World 

Power Equipment 

Coal-Heat 

Concrete 

Aviation Age 

Construction Equipment 

Liquor Store 

Mill and Factory 

Purchasing 

Institutional Feeding and Housing 

Construction Digest 

Construction News Monthly 

New England Construction 

Super Market Manager 


Voluntary and Cooperative Groups 
Magazine 

Woodworkers Reporter 

Arizona Beverage Journal 

Dun’s Review and Modern Industry 

Metal Finishing 

Organic Finishing 

Electrical Manufacturing 

Modern Machine Shop 

Products Finishing 

Golfdom 

Bakers Review 

Bottling Industry 

Candy Industry 

Electronic Design 

soxboard Containers 

Electric Light and Power 

Electrical Dealer 

Packaging Parade 

American Boxmaker 

American Paper Merchant 

Paper, Film, and Foil Converter 

Industrial Laboratories 

Heating and Plumbing Equipment News 

Air Conditioning Heating and Ventilat- 
ing 

Machinery 

Consulting Engineer 

Industry and Power 

Hardware and Housewares 

Jobber Topics 

Super Service Station 

Butane-Propane News 

Gas 

Western Metals 

Product Design and Development 

Western Construction 

Western Farm Equipment 

Western Industry 

Western Paint Review 

Maritime Reporter 

Meat 

Mechanization 

Utilization 

Medical Economics 

R.N. 

Mid-West Contractor 

Garden Supply Merchandiser 

Advertising Agency 

American Perfumer and Essential Oil 
Review 
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NATIONAL BUSINESS PUBLICATIONS—Continued 


MEMBER PUBLICATIONS—continued 


American Printer and Lithographer 

Gas Age 

L—-P Gas 

Rocky Mountain Construction 

Qualified Contractor 

New England Appliance and Television 
News 

New England Electrical News 

The Office 

Western Advertising 

Oral Hygiene 

El Mundo Azucarero 

Sugar 

World Petroleum 

Foundry 

Machine Design 

New Equipment Digest 

Steel 

Texas Contractor 

Rocky Mountain Oil Reporter 

Yonecrete Manufacturer 

Pit and Quarry 

Printers’ Ink 

Publie Works Magazine 

Chemical Processing 

Food Business 

Food Processing 

Jobber News 

Constructioneer 

Design News 

Purchasing News 

The Journal of Plumbing-Heating-Air- 
conditioning Contractors 

The Plumbing-Heating-Air Condition- 
ing Wholesaler 

Heating-Air Conditioning-Sheet Metal 
Contractor 

Petroleum Marketer 

Electrical South 

Southern Automotive Journal 


Southern Building Supplies 

Southern Hardware 

Southern Power and Industry 

Textile Industries 

Southern Appliances 

Snips 

Southern Beverage Journal 

Business Publication Rates and Data 

Consumer Magazines Rates and Data 

Newspaper Rates and Data 

Radio Rates and Data 

Contractors’ Blectrical Equipment 

Electrical Equipment 

Electronic Equipment 

Metal-W orking 

Plant Engineering 

Power Engineering 

Industrial Equipment News 

Traffic World 

Variety Store Merchandiser 

Modern Railroads 

Appliance Manufacturer 

Better Farming Methods 

Hatchery and Feed 

Poultry Processing and Marketing 

Western Underwriter 

Modern Materials Handling 

Paper Mill News 

Transportation Supply News 

Insurance Field (Fire and Casualty 
edition ) 

Insurance Field (Life edition) 

Modern Medicine 

Petroleum Equipment 

Textile Bulletin 

Dental Survey 

Dental Laboratory Review 

The Grain and Feed Review 

Western Feed and Seed 

American Aviation 


(The following letter from Mr. Bierman was also submitted for 


the record :) 


Hon. Jere Cooper, 


J. K. Lasser & Co., 
New York, N. Y., March 14, 1955. 


Chairman, Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear Sire: We note with considerable interest the proposals now pending 
before the Congress to repeal retroactively sections 452 and 462 of the Internal 
Revenue Code of 1954, These are the provisions which authorize the deferral of 
prepaid income and the deduction of amounts set aside in reserves for estimated 
expenses, 

As you may know, our office represents a considerable number of publishers, 
both large and small. Tax accounting rules which correctly reflect income, 
particularly those as embodied in section 452, are of vital importance to them. 

So that you may be acquainted with certain facets involving the reporting of 
prepaid income, with which you may be presently unfamiliar, we should like to 
-all to your attention the following facts: 

Section 452, relating to the deferral of income received in advance, permits 
such income to be reported over the period of time during which it is earned. 
This is sound, normal, and conservative accounting practice under the accrual 
method of accounting. 

Section 452 affects particularly those companies engaged in the publishing 
business—both magazines and newspapers. In such business, it is customary to 
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receive subscriptions paid in advance, representing subscriptions normally up to 
3 years, and in some cases for a longer period. Conservative accounting pro- 
cedure requires that these prepayments not be reported as income in the year 
of receipt, but that they be deferred and reported as income over the years during 
which the subscriptions are serviced. 

The publisher has a liability extending beyond the year of receipt of the sub- 
scription to publish the magazine or newspaper and deliver it to the subscriber. 
It also has the liability to refund the unearned portion of the subscription re- 
ceived in the event of cancellation or cessation of publication. 

The so-called “claim of right theory,” which has obtained in tax accounting, 
has in the past required that prepaid subscription income be reported in full as 
taxable income in the year received. 

However, by administrative ruling the Treasury Department has recognized 
that this tax accounting procedure does not properly reflect income. It has, 
therefore, in its published ruling I. T. 3369, 1940-1 C. B. 46 authorized certain 
publishers to defer prepaid subscription income over the years earned, but only 
if they had previously done so. 

Not all publishers are able to utilize this Treasury-approved method of re- 
porting income. As a matter of fact, many of the smaller ones, which had been 
originally required by the Treasury Department to report subscription ingome 
in the year received, are unable by the Treasury’s ruling to report it in the 
years earned. They are thus required to pay tax on income before it is really 
earned, and to bear the expenses of servicing those subscriptions in subsequent 
years. 

While the extension of the true accrual method of accounting under I. T. 3369 
to certain publishers (and normally these were larger ones) was entirely proper 
and correct, the inability of the smaller ones to use this method was not fair nor 
equitable to them. Section 452 corrects this relative inequity and permits small 
magazine and newspaper publishers to use a true accrual method of accounting 
when reporting income. It places them on a comparable basis with the larger 
companies. 

As a matter of fact, the 10th Circuit Court of Appeals in the Beacon Publishing 
Co. case has recently held that prepaid subscription income must be deferred 
over the period earned, and therefore implies that past years of administrative 
and judicial interpretation have not been correct. However, this is one decision 
out of many, and it leaves the problem more confused and requiring clarification 
to a larger degree than before. To repeal section 452 at this time would only 
complicate this area still further. 

The retention of section 452 will not result in any appreciable tax revenue loss 
for these reasons: 

1. It is fair to state that section 452 is not of general application (as in sec. 
462, relating to deductions for estimated expenses) and will probably apply only 
to a relatively few taxpayers. The publishing industry, both magazines and 
newspapers, js one of these few industries affected. It is equally fair to state 
that most of the large publishers are already using a deferral method of re- 
porting taxable income pursuant to the Treasury Department’s ruling in I. T. 
3369. Thus, any potential loss in revenue from this source would come prin- 
cipally from permitting the smaller publishers to adopt tax accounting methods 
comparable to those'now utilized by the larger publishers. This loss would be 
relatively insignificant. 

2. It must be perfectly clear that the revenue loss which has been discussed 
will come, if at all, from the multitude of deductions which may be available 
under section 462, and not from the relatively small amount of prepaid income 
received in the year 1954, which will not be earned until 1955 and subsequent 
years. Such income is not generally encountered by taxpayers. 

3. The letter from Secretary of the Treasury George M. Humphrey to Hon. 
Jere Cooper, chairman, Committee on Ways and Means, released March 7, 1955, 
combines objections to sections 452 and 462 in one statement. Irrespective of 
any objections to section 462, it is difficult to see how taxpayers can use section 
452 “to defer income in excess of anything contemplated at the time they [sections 
452 and 462] were proposed.” 

It must be borne in mind that the permission to defer prepaid income does not 
result in a “loss” in revenue; it merely affects the timing, or the years in which 
the tax will be paid. There will be a full payment of tax upon all of the income 
in some year. 

It must also be mentioned that in reliance upon the provisions of section 452, 
many of the smaller publishers which were entitled to defer prepaid subscrip- 
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tion income for the first time in the year 1954, have acted in reliance upon such 
provisions. Books have been ciosed, and financial statements have been pre- 
pared, on this basis—as has been required by the Treasury Department's pro- 
posed regulations. Stockholders and creditors and other interested persons have 
been apprised of the financial operations of these companies on this basis. 
Many of the smaller publishers, in reliance upon the method of accounting pro- 
vided by section 452, have so planned their cash flow that the payment of an 
unexpected tax because of its retroactive repeal could work a hardship. 

Irrevocable contributions to profit-sharing plans on behalf of employees, and 
bonus commitments to employees have been made based upon the method of re- 
porting prepaid income under section 452. Estimates of working capital, 
amounts to be borrowed, the effect of the accumulated earnings penalty tax pre- 
scribed by section 531 of the Internal Revenue Code of 1954 (sec. 102 of the 1939 
code), and dividend policies have all been based upon sections 452 as it now 
appears in the law. 

Any contemplated repeal of section 452, retroactive to January 1, 1954, must 
take all these considerations, and undoubtedly many more, into account. It will 
cause considerable confusion with respect to financial statements which have 
already been issued and which are in the process of being issued. So far as it 
appears to us, any repeal of section 452 would not only create more consternation 
and more problems than would be solved, but is not required either by considera- 
tions of sound fiscal planning, nor of equality of taxation. 

Finally, it might be noted that section 452 is wholly separate and independent 
from section 462, relating to deductions for estimated expenses. Any retroactive 
repeal or revision of section 462 does not also require repeal or revision of sec- 
tion 452. 

We should be pleased to appear before you in amplification of these matters 


or render to you any assistance which me may be able to provide in your consid- 
eration of these matters. 


Respectfully yours, 
Jacquin D. BreRMAN. 
The CHairman. The next witness is Mr. Carl A. Phillipps; Mr. 
Phillipps, are you here? 
Will you come forward, please, and give your name and your 
address ¢ 


STATEMENT OF CARL A. PHILLIPPS, SPECIAL COUNSEL, NATIONAL 
ASSOCIATION OF MOTOR BUS OPERATORS 


Mr. Purureps. Mr. Chairman, we have made a slight change in 
who is going to submit our statement. 

With your permission, I am Carl A. Phillipps, special counsel to 
the Greyhound Corp., a member of the National Association of Motor 
Bus Operators. 

We would like to have Mr. A. P. Sledz, chairman of the accounting 
committee of the association, and vice president and controller of the 
Greyhound Corp., testify. It was not known at the time that we 
requested permission to attend that Mr. Sledz would be able to make 
it. 

The CHatrman. You wish Mr. Sledz to testify in your stead? 

Mr. Putuutrrs. Yes, sir. 

The CuarrMan. Without objection it is so ordered. 

Please furnish your name and address and the capacity in which 
you appear for the record. 
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STATEMENT OF A. P. SLEDZ, VICE PRESIDENT AND CONTROLLER 
OF THE GREYHOUND CORP., AND CHAIRMAN OF THE ACCOUNT- 
ING COMMITTEE OF THE NATIONAL ASSOCIATION OF MOTOR BUS 
OPERATORS, CHICAGO, ILL. 


Mr. Siepz. A. P. Sledz, vice president and controller of the Grey- 
hound Corp.; and also chairman of the accounting committee of the 
ee Association of Motor Bus Operators. I am from Chicago, 

i 

Section 452 permitting the deferment of prepaid income: Under 
the 1939 code, regardless of the method of accounting, with minor 
exceptions established by regulations or administrative practices; 
amounts were includible in gross income by the recipient not later 
than the time of receipt if they were subject to free and unrestricted 
use by the taxpayer even though the payments were for goods or serv- 
ices to be provided by the taxpayer at a future time. 

Section 452 of the 1954 code permits the taxpayer to defer the 
inclusion in income of these amounts until earned, in the manner 
required by the taxpayer’s method of accounting, subject to the rules 
and conditions prescribed in the section. 

The 1954 code properly allowed the deferment of income from sale 
of tickets to the period the ticket is used and expense incurred for 
furnishing transportation. It has been the accepted practice in the 
bus industry to defer revenue to the period the service was actually 
furnished and. accordingly, the books were kept on this basis. To 
repeal section 452 and thus disallow the deferment of revenue until the 
service was actually rendered would, in effect, tax the revenue prior 
tc the period of allowing the expense as a deduction for furnishing 
the transportation. 

The principal source of revenue in the bus industry is from the sale 
of tickets for transportation. Many of these tickets are for round- 
trip transportation and for commutation tickets, in which instances 
part of the actual transportation may be furnished in a year subsequent 
to the sale of the ticket. 

The past tax practice of including ticket sales as income at the time 
of sale rather than to defer to the time the ticket is actually used and 
expense incurred, causes a distortion of net income and is an incon- 
sistent practice, placing the taxpayer in a confused position of report- 
ing some items on an accrual basis and some items on a cash basis. 

Section 462 permitting deduction of a reserve for future expenses: 
Including this provision in the 1954 code corrected a gross inequity 
existing under the previous code as it was interpreted and applied by 
the Treasury Department. 

Class one motor carriers of passengers under the jurisdiction of the 
Interstate Commerce Commission are required, and justly so, to in- 
clude in their expense of operation insurance premiums for liability 
and property damage coverage, and if self-insured for such risks, are 
required to include in expense amounts sufficient to meet the probable 
liability for death, injury and damage claims. Self-insured carriers 
have been doing this for many years and the amounts charged to ex- 
pense have not been allowed as deductions for income-tax purposes. 

Premiums paid to insurance companies are recognized as a deduction 
for tax purposes as paid or accrued. In the carriers’ efforts to furnish 
the public transportation at the lowest cost possible, some of the car- 
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riers decided to self-insure to save the commissions, brokerage fees, and 
other costs usually included in the insurance premium charge. 

Repeal of section 462 without some substitution of the necessary pro- 
vision to allow such current estimate of the cost of settling claims as 
a proper deduction for tax purposes would be a gross equity, con- 
trary to statutory provisions under which the motor carriers must 
operate, and would afford inconsistent application of allowable costs 
for tax purposes. 

Inasmuch as insurance premiums are recognized deductions, re- 
serves for settlement of claims should also be allowed. These reserves 
are determined by experienced claims men, operating under a plan 
existing in some instances for more than 25 years. They are sound 
and are handled in a manner similar to that followed by insurance 
companies. In the case of insurance companies, additions to the re- 
serves are recognized as proper deductions for tax purposes. Like- 
wise, carriers performing the double function of assured and insurer 
should receive the same tax treatment. There should be no different 
application of the law. 

The CHatrman. Does that complete your statement ? 

Mr. Stxepz. Not quite, sir. 

The Cuatrman. That is all that — here. 

Mr. Stepz. I have a supplement that I would like to add if I may. 

The Cuatrman. Allright; go ahead. 

Mr. Stepz. The reduction of tax for the year 1954 under section 462 
as it relates to injury and damage reserves could hardly be considered 
a windfall, since the taxpayer was penalized the same amount in the 
year when it switched over from an insured to a self-insured basis. 
In those earlier years when the switch was made the taxpayer lost out 
in its tax deduction. 

Now, if I may I would like to make a statement on behalf of the 
Greyhound Corp., which is very brief. 

The CHatrman. Will you proceed, please. 

Mr. Stepz. In favor of retention of section 452 and 462 of the 1954 
Revenue Code: On March 9, 1954, the Greyhound Corp. released for 
publication its earnings for 1954, which showed $1.35 per share of 
common stock as compared to $1.27 for 1953. Prior to that time this 
stock had been selling on the New York Stock Exchange within a 
range of $12 to $14 per share. Since these earnings were published 
this stock has sold as high as $1614, and several thousand shares are 
traded every day. The application of sections 452 and 462 accounted 
for the entire increase in 1954 earnings as published. The retroactive 
repeal of these sections will certainly work an unjustifiable hardship 
and inequity on those who have acquired this stock in reliance on the 
published earnings. 

I am sure Greyhound is not unique in this respect. The same situa- 
tion must prevail in varying degrees with respect to all stocks, whether 
listed or traded over the counter, of companies whose 1954 earnings 
have been published, and that would by now include practically all 
companies operating on a calendar year basis. 

Greyhound has over 65,000 stockholders, and the average holding 
is 164 shares, which means that thousands of these stockholders own 
100 shares or less. The inability to rely on published statements cre- 
ated by situations like this certainly works a hardship on these small 
stockholders, and may well have played an important part in bringing 
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about the extreme fluctuations which have recently taken place on the 
New York Stock Exchange and which are presently of such grave 
concern to the Senate committee investigating this exchange. If such 
governmental practices are pursued, it will ultimately undermine the 
confidence in our stock exchanges which is conceded by all, including 
the President, to be of vital importance to the health of our entire 
economy. 

The CHarrman. Does that complete your statement? 

Mr. Stepz. Yes, sir. 

The Cuarrman. We thank you for your appearance and the infor- 
mation given the committee. 

Are there any questions? 

Mr. Mixs. Mr. Chairman? 

The Cuartrman. Mr. Mills of Arkansas will inquire. 

Mr. Muits. If the committee should look with favor upon the idea 
of continuing the thought in section 452 of spreading the revenue, 
would the committee be justified at the same time in spreading the 
—— and deductions attributable to and related to that revenue? 

{r. Sepz. Well, I do not think there would be any objection on 
spreading it out if it was over a reasonable period. 

Mr. Mitts. One of the weaknesses of section 452 at the present time, 
as I understand, lies in the fact that there is no spread of the expenses 
related to the revenues at the time the revenues are spread; is that 
correct ? 

Mr. Stepz. That is right. 

Mr. Mis. And in part it is in that respect that there is a gain in 
the transition period to the taxpayer? 

Mr. Siepz. That is right. However, the impact of the two sections 
may not be as great as it might appear. 

In the industry we have followed this practice for probably the last 
20 or 25 years, and there are certain companies that under past prac- 
tices have already received the deferment of these ticket sales. It 
was only since the Tacoma case became an issue and the Treasury De- 
partment began to apply the interpretation of that case to the industry 
that we were then not permitted to increase our account. At the pres- 
ent time there is already a substantial amount of it that has already 
been allowed. 

Altogether these two sections, on a rough estimate that I have made 
as far as the bus industry is concerned, it should not affect the taxes 
more than maybe three or possibly four million dollars. 

The CuamrmMan. We thank you for your appearance and the infor- 
mation given the committee. 

The next witness is Mr. Charles R. Orem. Is Mr. Orem here? 


STATEMENT OF CHARLES R. OREM, JR., MANAGER OF THE TAX 
DEPARTMENT OF SYLVANIA ELECTRIC PRODUCTS, INC., AND 
CHAIRMAN OF THE SPECIAL COMMITTEE ON SECTION 462 OF THE 
RADIO-ELECTRONICS-TELEVISION MANUFACTURERS ASSOCIA- 
TION, NEW YORK, N. Y. 


The CuarrMan, Give your name and address and the capacity in 
which you appear for the record. 

Mr. Orem. Mr. Chairman and members of the committee, my name 
is Charles R. Orem, Jr., manager of the tax department of Sylvania 
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Electric Products, Inc., 1740 Broadway, New York, N. Y. I am also 
the chairman of the special committee on section 462 of the Radio- 
Electronics-Television Manufacturers Association. This special com- 
mittee was formed to study the problems pertaining to sections 452 
and 462 of the Internal Revenue Code which your committee now 
has under consideration. 

We greatly appreciate the opportunity to be heard on this important 
subject. 

Our industry association is comprised of 383 companies who manu- 
facture television sets, radio sets, other electronic end products and 
their component parts. It is now completing its 31st year of service 
to the industry. 

You have already heard others state their views on the subject of 
sections 452 and 462 together with the theoretical and practical con- 
siderations involved. I do not propose to try to go over again, in 
detail, the ground which has been so adequately covered. Instead, I 
will limit myself to a few general remarks on section 462 and to a 
brief comment regarding its specific application to an expense item 
of major importance to our industry. 

We oppose the repeal of section 462. In our opinion, this section 
embodies principles which are unquestionably sound and fair. Its 
objective is to bring tax accounting and business accounting into 
conformity. Its enactment removes inequities that have been suffered 
in the past. Certainly the accomplishment of this objective is in the 
public interest. The revenue and administrative difficulties that have 
been mentioned in the statements of the Secretary of the Treasury, as 
reported in the press, do not justify abandonment of these sound prin- 
ciples. It is our view that these revenue and administrative problems 
can be handled without resort to such an extreme measure as outright 
repeal. 

The requests for repeal of section 462 are based on the revenue prob- 
lem involved and the possibility that the section will be availed of for 
expenditures which were never intended to be included. We do not 
believe that the possibility of abuse of the section by taxpayers consti- 
tutes a sufficient reason for its repeal. Every section oi the code can 
be abused. This is a matter of administration. We would favor all 
reasonable safeguards in the public interest against abuse of this sec- 
tion and feel that such safeguards can be written into the statute by 
way of amendment. 

The preceding witnesses have suggested three methods of limiting 
the scope of the section and thus protect the public against abuse. The 
first is to give the Secretary of the Treasury the authority to specify 
by regulation the type of item for which a deductible reserve may be 
established. The second is to specify in the statute the items of esti- 
mated expense permitted by the section. The third is to specify in 
the statute the items of estimated expense not permitted by the section. 

We have no particular quarrel with any of these suggestions and fee] 
that any one could be so written as to provide the necessary safeguards. 
Our preference would be to recite in the statute the items of expense 
that are to be covered by the section. For the present we propose that 
these items be restricted to the ones listed as examples in section 1.462-5 
(c) (6) of the tentative regulations issued by the Treasury. These 


include cash discounts, product warranties, sales returns and allow- 
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ances, freight allowances, quantity discounts, vacation pay, and self- 
insurance by common carriers for lability for cargo damages. 

An unwelcome revenue effect in a single year is no justification for 
abandoning a sound principle and receding to an erroneous principle. 
Progress would never be made if temporary side effects of needed 
reforms were allowed to prevent the adoption of such reforms. Rather, 
the revenue impact should be softened in some reasonable way. 

Suggestions have been made to the committee to do this by aprons 
the revenue loss over a period of time, such as 3, 5, or 10 years. Suc 
suggestions seem to be a feasible and practicable way to minimize the 
impact of the revenue loss in the year of transition. The exact length 
of the stretchout period should be chosen by the committee in the light 
of what the committee decides as the preferred method of controlling 
the scope of the section, since these controls will greatly affect the 
estimated revenue impact of the section. It is thus impossible for us 
either to estimate the revenue impact or to designate the length of the 
stretchout period. 

We feel, however, that a 10-year stretchout is too long because it 
would tend to defeat the purpose of the section. Many taxpayers, par- 
ticularly small businesses, might prefer to forego use of the section 
rather than assume an additional accounting burden of that duration. 
This is a matter of importance to our industry because approximately 
75 percent of the companies in our association have less than 500 
employees and fall into the official small-business classification. 

The television set manufacturing segment of our industry offers an 
apt illustration of the wisdom and soundness of section 462. There 
are 44 companies in our association which are engaged in the sale of 
television sets, and 34 companies engaged in selling tubes. The facts 
I am about to outline are generally characteristic of all of these com- 
panies, and any exceptions are, I believe, scattered and relatively in- 
significant. For many years these companies have had to make their 
tax returns and pay taxes on a set of accounts different from the ac- 
counts they must maintain for business purposes. 

When a television set is sold the customer obtains a warranty against 
defective material or workmanship for a period of 3 months on the 
set itself, and 1 year on the picture tube. There are individual varia- 
tions, but this is the general practice. The setmaker is thus under a 
contractual obligation to incur expenses to carry out his warranty. 
The tubemaker is under a similar obligation. 

Such companies, being on an accrual accounting basis, accrue this 
obligation on their books in the year in which the television sets and 
tubes are sold. Prior to the enactment of section 462 they had not been 
able to obtain recognition of this accrual for tax purposes, and had to 
take the tax deduction later when the cash outlays were made. Section 
462 permits such companies to obtain tax recognition of these expenses 
in the year they are entered on the books. 

We know of no one, in or out of Government, who takes the posi- 
tion that estimated warranty expense is not a sound and proper tax 
deduction under the circumstances I have just described. The opinion 
appears to be unanimous that section 462 as applied to these facts is 
fair both to the taxpayer and to the Government. 

In conclusion, we submit that the product warranty situation offers 
a compelling illustration of why the Congress should amend rather 
than repeal section 462. 
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Again we wish to thank you for the opportunity to be heard. 

The Carman. Does that complete your statement ? 

Mr. Orem. It does. 

The CuHarmman. We thank you for your appearance and the infor- 
mation given the committee. 

Are there any questions? 

We thank you, sir. 

The next witness is Mr. Harman E. Snoke. Please give your 
name, address, and the capacity in which you appear for the record. 


STATEMENT OF HARMON E. SNOKE, EXECUTIVE VICE PRESIDENT 
OF THE MANUFACTURERS ASSOCIATION OF THE CITY OF BRIDGE- 
PORT, CONN., INC., BRIDGEPORT, CONN. 


Mr. Snoxe. Mr. Chairman and gentlemen of the committee, I am 
Harmon E. Snoke, executive vice president of the Manufacturers Asso- 
ciation of the City of Bridgeport, Conn., 3, Connecticut, which is an 
association of some 110 manufacturers established in the year 1900. 

For the past 4 years or more, this association has had a committee 
on taxation which has been concerned primarily with matters of 
State and Federal taxation. This committee has met at biweekly 
intervals so as to keep abreast of developments and prepare observa- 
tions on matters of taxation which affect industry. Its most recent 
study has been of sections 452 and 462 of the Internal Revenue Code 
of 1954 and the proposed regulations thereunder, concerning prepaid 
income and reserves for estimated expenses and the committee’s obser- 
vations were submitted to the Honorable T. Coleman Andrews, Com- 
missioner of Internal Revenue, on February 21. 

The list of the current membership of this committee is appended 
herewith as exhibit A. 

(Exhibit A referred to follows :) 


ExHisit A 


COMMITTEE ON TAXATION, 1955 


Chairman: Carroll F. Lewis, manager, tax division, Remington Arms Co., Inc., 
Bridgeport 2, Conn. 

Vice chairman: Joseph P. McNamara, assistant secretary and counsel, Bridge- 
port Brass Co., Bridgeport 2, Conn. 

Rudolph F. Bannow, president, Bridgeport Machines, Inc., 500 Lindley Street, 
Bridgeport, Conn. 

Herbert A. George, secretary and treasurer, Connecticut Railway & Lighting 
Co., 177 State Street, Bridgeport 3, Conn. 

George H. Maslen, controller, American Chain & Cable Co., Inc., Bridgeport 2, 
Conn. 

Norman K. Parsells, Marsh Day & Calhoun, 886 Main Street, Bridgeport, Conn. 

Ear! B. Snell, treasurer, the Bridgeport Gas Light Co., 815 Main Street, Bridge- 
port, Conn. 

Harmon E. Snoke, executive vice president, Manufacturers Association, 211 State 
Street, Bridgeport 3, Conn. 

Roger Wakeman, assistant to the controller, the Bullard Co., Bridgeport 2, Conn. 

Albert J. Wieland, treasurer, Tilo Roofing Co., Inc., 347 Longbrook Avenue, Strat- 
ford, Conn. 

Ralph W. Wilson, tax attorney, Dictaphone Corp., 375 Howard Avenue, Bridge- 
port 5, Conn. 

Ernest M. Winterburn, office manager, the Singer Manufacturing Co., 915 Pem- 
broke Street, Bridgeport 8, Conn. 








194 PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 


Mr. Snoxe. At a meeting on Friday, March 11, this committee took 
cognizance of House bill 4725, which would repeal sections 452 and 
462 of the Internal Revenue Code of 1954, and as a result, this com- 
mittee asked that I appear in opposition to the passage of these bills 
as the committee believes that regulations can be written to acoeey 
cover the intent of Congress to . bring tax accounting into line wit 
established industry accounting practices. 

The retroactive repeal of the provisions of sections 452 and 462 on 
corporations, which have already closed their books, issued their an- 
nual report to stockholders, filed their tax return on March 15 with 

appropriate payments, and which otherwise have pursued the normal 
processes of closing their books and/or paying dividends based on such 
computations, wor rks an undue hardship and occasions considerable 
confusion and embarassment. 

The effect of some of the problems which would arise under the pro- 
posed retroactive repeal are illustrated briefly in the following cita- 
tions provided by members of this committee. 

Due to the absence of the presidents of each of these companies 
from the city and the short time available to prepare this testimony, 
it is necessary to omit the identities of these concerns. 

Prepaid income, section 452: The first example pertains to a manu- 
facturer of business machines which employs approximately 1,000 
persons in its manufacturing plant in Bridgeport. 

A study of the annual report of this company discloses that under 
current liabilities it has set aside a reserve for deferred, prepaid, in- 
come as a result of maintenance contracts on the business machines it 
produces. This deferred income on maintenance contracts is some 
$600,000. Much of this amount represents billing to customers on 
which no collections have been made as yet. 

Should the Congress enact these bills repealing section 452, retro- 
actively, this company would have to pay tax on this deferred i income 
even if no part of the billing on maintenance contracts was collected. 

At 52 percent, the tax due would be $300,000, some $154,000 of 
which would be payable on March 15, 1955, and a like amount June 
15, 1955. 

The effect of this would be to reduce immediately the available 
working capital of this company. 

This company has followed this practice for a number of years 
past, keeping its prepaid income accounts on an accrual basis and 
allocating income to the months in which it was earned. 

However, several years ago, the internal revenue auditors insisted 
that under the old code, such income could not be deferred, but that 
the entire amount of the maintenance contract billing must be included 
in the year of billing regardless of whether paid or not. The com- 
pany, therefore, could not follow either the cash or accrual practice 
which is accepted as the best accounting practice. The internal rev- 
enue department literally forced this company to keep its books on 
a hybrid basis. 

The 1954 code, by contrast, permitted the handling of this deferred 
income on a true accrual basis. 

Should H. R. 5725 be passed, this company would be forced to pay 
additional taxes by merely making a naked book entry. It would 
also experience some of the other difficulties which will be cited in 
the examples which follow. 
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Reserves for estimated expenses, section 462: The second example 
pertains to a manufacturer of building materials which employs about 
175 persons in its local plant and has a selling force of over 1,000 
persons in other parts of the country. 

Earnings and balance sheets of this company have already been 
released to the public and stockholders. 

This company had set up and reported reserves for estimated ex- 
penses for about $120,000. Should H. R. 4725 be enacted, it would 
result in the company having to report higher profits and resulting 
higher income taxes. 

Its underestimate of taxes at 52 percent would be above $60,000. 
As a result of this, there would be an underpayment as of March 15 
of $30,000 on which interest charges would be running. 

The company would incur additional expenses for outside public 
accountants to recompute the results and to file their corrected or 
amended financial statement. 

It would mean, of course, opening and closing the books again. 

It also would have to prepare amended income-tax returns not only 
for its Federal taxes but for the State corporation franchise, income, 
tax as well. 

As all the books had been closed for 1954, retroactive repeal of sec- 
tion 462 would create a lot of confusion within the organization 
because of accounting and fiscal changes. 

This company has a profit-sharing plan and contributions are based 
on the profits which have been made in 1954 and computed in accord- 
ance with the 1954 revenue code. It would be necessary to recompute 
the profits and to pay an additional amount to the trustees of the 
profit-sharing plan should these bills be enacted because the books 
would show an increase in profits for 1954. This problem may be a 
very serious one for many companies both large and small which 
have profit-sharing plans. 

One of the most serious aspects of the retroactive repeal of section 
462 would be that it would be necessary to prepare supplementary 
statements for stockholders. Should stockholders receive two reports 
regarding a company’s profits, they might be very much concerned 
and might feel that they do not know how much money the company 
has made. 

In the case of this company, 114 percent of the stockholders own 
1,000 shares or more. Most of the stockholders own only a few shares, 
including a number of employees of the company. 

The effect of issuing supplementary financial statements might tend 
to shake the confidence of the stockholders in this company. 

Example 3: As the third example, I would like to cite the case of 
a manufacturer employing approximately 3,000 persons, the identity 
of which could not properly be revealed as its annual reports to stock- 
holders are just going out in the mail and will not be received by them 
for several days. 

The company properly took cognizance of the provisions of the 
1954 Code under section 462 and set up reserves for estimated expenses 
as a gross charge to income of some $850,000. 

Of this amount, $775,000 was reserved for accrued vacations which 
was a proper accounting charge attributable to the year 1954. The 
balance was made up of minor items for estimated cash discounts, 








196 PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 


State taxes accruable, and returns and allowances—computation of 
which was based on experience. 

Should H. R. 4725 be enacted and section 462 repealed retroactively, 
the company would be immediately liable for payment of some 
$425,000 and the profit and loss picture of the company now being dis- 
tributed to stockholders would be altered materially. 

The stock of this company is widely held by the public, there being 
no dominant stockholders. Despite explanations in supplementary 
reports, the confidence of stockholders in this very sound and pro- 
gressive company might be seriously shaken. 


CONCLUSION 


For a number of years, manufacturers whether small or large have 
experienced considerable difficulty in keeping extra sets of records 
due to the inconsistency between tax accounting requirements and 
accepted good accounting practices. 

The incorporation of sections 452 and 462 in the Internal Revenue 
Code of 1954 was only one example of the efforts which were made to 
place tax accounting on a solid accounting basis. 

The financial hardship which retroactive repeal of these sections 
would work not only on the companies but their stockholders, many 
of whom are employees, would be inestimable. The public’s confi- 
dence in the financial status of the companies in which millions of 
individuals hold investments would be definitely shaken. 

On behalf of the Manufacturers Association of Bridgeport and its 
committee on taxation, we respectfully urge that H. R. 4725 be re- 
ported unfavorably and that the Treasury Department and the Com- 
missioner of Internal Revenue be permitted to write regulations which 
will implement the original intent of Congress in its adoption of the 
1954 Tax Code, while corresponding clarifications may be enacted as 
amendments to the Tax Code, effective in 1955. 

The Cuatrman. Does that complete your statement ? 

Mr. Snoxke. Yes, sir. 

The Cramman. We thank you for your appearance and the infor- 
mation given the committee. Are there any questions? If not, we 
thank you, sir. 

The next witness is Mr. Oscar A. Vanden Dooren. Will you come 
forward, please? Will you please give your name and address and 
the capacity in which you appear for the record ? 


STATEMENT OF OSCAR A. VANDEN DOOREN, SECRETARY OF THE 
HOLLAND FURNACE CO., HOLLAND, MICH. 


Mr. VANvEN Dooren. My name is Oscar Vanden Dooren and I am 
secretary of the Holland Furnace Co. located in Holland, Mich. 
The Holland Furnace Co. manufactures and sells furnaces for do- 
mestic heating. These furnaces burn oil, gas, coal, and wood. We also 
recondition existing equipment. The factory and main office are at 
Holland, Mich. We operate about 500 branches and warehouses 
throughout the United States. Our sales for 1954 were $33 million. 
This company has been in business since 1906. We use the calendar 
year for accounting and tax reporting. 
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Under our standard sale contract we are obligated to give free serv- 
ice for 1 year from the date of the contract. See guaranty paragraph 
in contract form attached. This shows the provisions of that warranty 
agreement. The service includes adjustments and replacements neces- 
sary to give satisfactory operation and adequate heat. 

Most furnaces are installed between heating seasons. In the north- 
ern United States the heavy installation period runs from May to 
October. The need for adjustments does not become known until the 
furnace is operated. Operation may be satisfactory in the early win- 
ter, and unsatisfactory in the coldest weather in January and Febru- 
ary. 
te the 1954 tax return, the company will report the profit on all 
furnaces installed during the year. We know from experience that 
we will have expenses in 1955 to make good on the warranty on 1954 
sales. We can make a reasonable estimate of what these costs will be. 

For at least 20 years we have carried on our books and in the year- 
end statements to our stockholders a reserve for warranty expense. 
Under the 1939 code and prior revenue acts, we were not permitted 
10 deduct this reserve for tax purposes. We have been obliged to pay 
a tax on the full amount of our so-called profits even though we knew 
that a good part of those profits had not been earned and never would 
be. For tax purposes, we could only deduct the warranty expense 
when we paid out the money. 

Section 462 was going to correct all this. To prove our case under 
section 462, we made a careful analysis of warranty costs in 1954. 
About $260,000 was paid out in 1954, representing warranty expenses, 
in connection with installations sold in 1953. 

Although this expenditure was foreseen and could be estimated at 
the end of 1953, we were not permitted to consider it in arriving at 
the profit reported in the 1953 tax return. $260,000 was about %» of 
i percent of 1953 sales. Since 1954 sales were very close to 1953, a 
reserve of $260,000 would be required at December 31, 1954. However, 
because of some improvements and changes in procedure, we expected 
that the ratio would be reduced. Therefore, we planned to deduct in 


» our 1954 return a reserve of $225,000 for future expense on 1954 sales. 


The result was to be a deduction in 1954 for guaranty expense paid 
in 1954 and, in addition, a $225,000 deduction for estimated 1955 ex- 
pense on 1954 sales. This result would correct the bad tax reporting 
which had been forced on us by the 1939 Code and the official interpre- 
tation of that code. Section 462 brought the Internal Revenue Code 
into agreement with good financial reporting. 

Actions taken by the Holland Furnace Co., in reliance on section 
462: About July 1, 1954, my company realized the significance of sec- 


) tion 462 in our accounting. For proof of the amount of reserve to 
| which we would be entitled we made a complete analysis of repair 


expenses from the first of the year 1954. Our objective was to deter- 


» mine the amount of such expenses applicable to 1953 sales. We also 


set up procedures and revised forms to provide similar information 


| automatically in the future. This project took about 1,800 man-hours 
) in our organization and included a substantial amount of time of our 


executives. We estimate that this project cost us about $5,000. 
In November 1954, we were getting ready to declare our final divi- 
dend for 1954. We estimated that our net income for the year would 
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be something over $1 per share, taking into account the effect of sec- 
tion 462 on our tax provision. We thereupon declared a 25-cent divi- 
dend in December 1954, which brought our total distribution up to 
$1 per share for the year. We did this in reliance upon the fact that 
our earnings would be in excess of $1 per share. The proposed repeal 
of section 462 would reduce our 1954 earnings from $1.04 per share to 
93 cents per share. If we could have foreseen the repeal, that factor 
would have been considered in determining the amount of the dividend. 

In closing the books for 1954, we figured our Federal income-tax 
liability on the basis of section 462. Our books were closed and the 
outside auditors’ work was completed by February 23, 1955. The draft 
of the report to the stockholders was sent to the printers on March 38, 
1955. This report contains a statement on the change in tax compu- 
tation under the 1954 Code. The printing of that report is nearly 
completed. The reports will be shipped to our transfer agent about 
March 23 and forwarded to our stockholders on March 28 together 
with the proxy statement. This time schedule must be followed in 
order to allow 31 days—the period which we consider necessary for 
execution of the proxies, et cetera—prior to the annual meeting, which 
will be held according to the bylaws on April 26, 1955. 

At a directors’ meeting on the morning of March 11, 1955, the di- 
rectors accepted and approved the financial statements for 1954 as 
appearing in the public accountants’ report. Immediately after the 
meeting, a telephone call was made to the Dow-Jones Service in De- 
troit, announcing the earnings figures for the year 1954. Later that 
day the possibility of the repeal of section 462 first came to the com- 
pany’s attention. 

In summary, we have made a substantial investment in clerical work 
because of section 462; the computation of taxes under that section 
may have affected our dividend; it has affected the earnings to be re- 
ported to our stockholders; and we have released the same informa- 
tion in a public announcement. 

All this was done in justifiable reliance on an act of Congress. The 
repeal of that act will cause embarrassment to our company for which 
we are in no way responsible. 

Objections to section 462: From the newspaper reports, there seem 
to be two possible objections to section 462: 

(1) Some corporate taxpayers are going to get a double deduction 
or windfall in 1954, 

(2) The cost in tax revenue is too much. 

As I understand it, there is supposed to be a windfall because a deduc- 
tion can be taken in 1954 for some expenses paid in 1954 and also for 
some expenses to be paid in 1955. Apparently the propriety of the 
expenses has not been questioned nor the existence of a liability at the 
end of 1954 for the 1955 payments. 

If this is a windfall, it is not new in income taxes. When a company 
changes from the chargeoff to the reserve method for figuring bad debt 
losses, the same thing happens. If a farmer changed in 1954 from the 
accrual basis to the cash basis, he was allowed to charge against 1954 
income his inventory at the beginning of 1954 and his cost of produc- 
ing the inventory which he carried into 1955. A double deduction 
for vacation pay has been permitted under certain situations for over 
10 years, beginning with cases relating to coal miners and railroad 
employees. 
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If a double tax is proper, then a double deduction is equally proper. 
Congress has approved a double tax. I am referring to the speedup 
of corporation tax, which is taking place in the period from 1950 to 
1960. Before 1950, corporations paid their tax in the following year. 
By 1960, most of the tax for each year will be paid in that year. If 
this speedup had all happened in 1 year, I think you would agree that 
there was a double tax in that year. Spreading it out over 10 years 
conceals it so the patient does not scream so much, but the double tax 
is there just the same. This double tax must be proper, or we would 
not be using it. When a double tax is proper, 1 cannot believe that 
a double deduction is improper. 

Why is a double deduction necessary now? It is necessary now be- 
cause we were not allowed to take the proper deduction in each year 
in the past. An early Supreme Court decision, Brown v. Helvering 
(291 U.S. 193), laid down the rule that accruals were to be governed 
by legal principles, and not by sound accounting. Under these legal 
principles, there could be no deduction until there was a definite and 
fixed liability because of some event that had already occurred. This 
rule does not permit the deduction of estimated future expenses under 
warranty agreements. 

Cost of section 462: The sound objection is that it is going to cost 
too much. As I understand it from newspaper reports the loss of 
revenue due to the existence of this section may result in decreased 
revenue of from $1 billion to $5 billion. Due to these conflicting 
opinions, it would appear that action in changing this section should 
be deferred until some better estimates can be obtained. 

We hear that corporations are setting up reserves for the first time 
in 1954 to take advantage of the new provision. If you will limit 
the application of section 462 to reserves which the particular tax- 
payers had recognized as good accounting before 1954, the cost should 
be greatly reduced. 

Reserves for vacation pay are being set up in many cases for the 
first time. There could be a serious question as to whether such a 
reserve is proper before the employee has a vested right in his vaca- 
tion pay. The cost of next summer’s vacation could be a seasonal 
expense which no more requires advance accrual than the cost of 
heating the plant in the wintertime. 

There may be cases where corporations carried reserves for projects 
which they had in mind but which did not involve a liability to an out- 
side party, such as reserves for repairs. These projects could be made 
or they might be deferred indefinitely. You might wish to eliminate 
such reserves from the application of section 462 and restrict it to situ- 
ations where there was a liability to outside parties. I believe this has 
been done in the proposed regulations. You did make such a restric- 
tion in section 452, relating to prepaid income. 

Section 462 requires that reserves be set up for all estimated ex- 
penses. Why force taxpayers to set up reserves for expenses which 
they prefer to treat on a cash basis, since good accounting principles 
apparently did not dictate that they be accrued on the books? 

In our case, we have set up a reserve for vacation pay, but only be- 
cause of this requirement. In fact, at that particular time we were 
rather concerned as to whether or not we were picking up all estimated 
expenses and felt that if we did not we might prejudice our position. 
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If you will restrict section 462 to reserves for specific liabilities pre- 
viously recognized by the taxpayers in their accounting, to reserves 
where there is a liability to outside parties, and not require reserves 
which the taxpayers do not want, I believe you can keep the loss of 
revenue down to reasonable size. 

As I understand it, your committee has three alternatives: 

(1) You may repeal section 462; 

(2) You may repeal section 462 and prepare a new bill at some sub- 
sequent date; 


(3) You may amend section 462 now, retroactive to its original 

assage. 

I believe that the third alternative is the proper one. I have ex- 
plained to you how the presence of section 462 in the law has affected 
my company. I would expect that there are many other companies 
which are similarly affected. In fairness to the many taxpayers who 
have relied upon it as being present legislation I haliaes that the 
proper course is to amend and restrict section 462 retroactively. 

(Contract form, Holland Furnace Co., follows on next page.) 

The Cuarrman. Does that complete your statement ? 

Mr. VANDEN Dooren. Yes, sir. 


The CuatrmMan. We thank you for your appearance and the inform- 
ation given the committee. 

Are there any questions? 

(The following letter was also received for the record :) 


HOLLAND FURNACE Co., 


Holland, Mich., March 14, 1955. 
Hon. GERALD R. Forp, Jr., 


Member of Congress, 
House Office Building, Washington, D. C. 


DEAR CONGRESSMAN Forp: This letter was written in regard to the bills before 
the House Ways and Means Committee, H. R. 4725 and 4726, calling for the 
retroactive repeal of the prepaid income and estimated reserve expenses for 
Federal income tax purposes involving sections 452 and 462 of the 1954 Revenue 
Act. 

Since our company has incorporated in its books the provision of the 195-4 
Revenue Act relating to estimated expenses, the present proposal before the 
House Ways and Means Committee will raise havoc with our 1954 annual report 
to stockholders and result in substantial financial injury to the corporation. 

As for our specific problem, the Holland Furnace Co. has maintained a reserve 
for furnace-guaranty expense on its balance sheet in the amount of $225,000 
for approximately the past 15 years. No tax relief had been afforded prior 
to 1954 for the maintenance of such a liability and the charge to the company’s 
income statement. By virtue of the enactment of the 1954 Revenue Act the 
company elected to take advantage of the tax savings that could be enjoyed 
by taking a deduction for these estimated expenses. 

Since last August these savings, approximating $100,000, have been taken 
into consideration with respect to mapping out the current and future financial 
policies of this corporation. Dividends have been paid, including the savings 
of $100,000 which was anticipated in accordance with the newly enacted 1954 
Revenue Code. The present proposal to reverse this position retroactively 
places this corporation in an embarrassing situation, since the tax savings which 
were afforded are now to be taken away. It is, of course, impossible to ask for 
a retroactive refund from our stockholders. 

We believe that in those instances where corporations have maintained 
reserves for estimated expenses on their books prior to the year the 1954 Revenue 
Act was enacted and have in previous years paid corporate taxes on their 
income without the benefit of the estimated expense deduction, these corpora- 
tions should be entitled to the deduction. Certain corporations have obviously 
set up reserves for estimated expenses for the first time in 1954 in order to take 
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CUSTOMg®'S COPY 


HOLLAND FURNACE COMPANY __ | (1) &# Price 


(INCORPORATED) {2} Mdse. Dows Payment. 
General og aan toe {3} Net Price ‘ 
CONDITIONAL SALES CONTRACT (4) Cash Dowe Payment 


{5} Amount Financed 


HC N° 176783 | {0 Seen we 


{7} Net Balance 


. Buyer. Phone No. 


$cenbed , State . — 
We, the undersigned (Buyer) propose and agree to — for installation by HOLLAND FURNACE COMPANY (Seller) 


..., State of __ 


All Warm Air Registers furnished by to be black japanned unless otherwise specified. Return Air Grilles tw be of 2 

and oak-grain finish. On replace use all materials now oa installation which Seller considers in good condi 
tion. All new material used shall be of the i Sor adh weak: and shall made up and placed in a thorough and workmanlike 
manner. Buyer agrees to provide for the beating plant « good and sufficient chimney for receiving smoke pits, and if the said chimmey does mot 
Prove efficient, Buyer to adjust the same properly at Buyer's offm expense, to insure a perfect draft for the beating plant. 


All necessary excavating and plumbing shall be done by Buyer; cutting through cellar walls by_- ; all cutting and 


--heating plant sow installed 


—— boxes, regulator and all other fittings and materials heating plant, accessories and piping in basement, and $ 
im payment for the heating plant, accessories aod piping in the basement. All payments made on this contract shall be considered to have 
on the first of the above two items uotil payment for same shall have been fully made. All further payments shal! be considered to have 
ee ee ek accessories and piping in the basement. 
GUARANTEE: After compliance with ae terms of this on Buyer's part, Seller guarantees that the heating plant will warm all 
complete runs of pipe have been installed by Seller, aes proper fuel is furnished and Seller's instructions obeyed. Seller re 
to locate the heating plant, the piping, registers aod grilles. in replacement installations, heating service is mot guarameed in rooms 
heat stacks are already installed in the premises, unless by a special notation attached tw this contract and made a part of the same 
Unit is inchaded in this cootract, Seller does not guarantee to lower the room temperature. Seller does not guarantee to 
or odors. All electrical apparatus, controls, motors, fans, thermostats, burners, oil burners, are guaranteed against all defects in 
or workmanship for a term of one year from the den of this contract. Seller further free service on all the equipment covered 
for a term of one year from the date hereof. The must sotify Seller in writing within a period of one year from date of installation 
ae hereunder, if the said heating plant fails to deliver the heating service guaranteed under this contract, or of any other 
S$ guarantees. 
plants used in unfinished buildings and those used before the installation is completed are used at Buyer's risk. Any extras not 
proposal shall be charged for at reasonable sates. Loss or damage to or destruction of the property covered hereby shall oot 
from his obligations hereunder. 
shall remaio personal property at all times, whether in any manner affixed or attached to the realty, and the 
remain in Seller until “he Bi Buyer makes final payment therefor in cash, whereupon title shail vest in the Buyer. 
Seer Be ane eeveiens teapot Ob pee eens Os eoeaen the Seller may pursue any or ail of the remedies given w it in 
including the fol remedies, which shall be cumulative and not consecutive : ea} Declare the entire sum remaining unpaid bere 
ly due and roo and sue therefor. (2) Take immediate possession of said property without demand, and for this purpose 
sees Ss itedeen tataee Sade gimepaney aay’ We Roasted endl senibue Gemne, and retain all payments made hereunder. The Seller 
so retaken at public or private sale, with or without notice to Buyer, and from the proceeds of such sale the Seller 
for retaking, repairing and reselling said property, including a reasonable Aworney's fee, and the balance shall be ots 
shan, oes erat Cee Se Bee Sees, SOs Fee, In case of deficiency, the Buyer shall be liable for same with interest and upon 
Seller may sue threfor 


notes are given, neither the giving of such notes nor the payments thereon shall divest the title of the HOLLAND FURNACE 
—_ Promissory notes are paid in ful 
this 


oe 


| 
! 


ij 


FLEET BY 
ep iiee tat 
ae 

i rh 


i 


rate of six per cemt per annum will be charged on all money not paid when due. Buyer acknowledges receipe of a true ‘ona 
contract. This contract is subject to acceptance by the General Office of the Seller at Holland, Michigan. If any of the counter. 
shall differ in any respect, the counter-part designated “General Office Copy” shall be conclusive evidence of the agreement 
CONTRACT CONTAINS THE ENTIRE AGREEMENT BETWEEN THE PARTIES. VERBAL UNDERSTANDINGS 
AND AGREEMENTS WITH REPRESENTATIVES SHALL NOT BIND THE SELLER UNLESS SET FORTH HEREIN. THERE 
ABE NO WARRANTIES. EXPRESS OR IMPLIED, OTHER THAN THOSE HEREIN STATED. 


i 
fas 


... holds title to the property in which the above heating system is tw be installed, 
whereof, we bave affixed our hand and seal to this instrument, under seal, at the time and place aforementioned 


i Buyer's Signature 

> 

° HOLLAND FURNACE COMPANY 
. a a By a 
y “Witess Salesman's Signature 
3 


60303—55——14 
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CONSENT BY MORTGAGEE 


I, or we, the holders of a real estate mortgage on the real estate in which a heating system is to be installed, hereby 
sent to the installation of said heating system, according to the terms and conditions of the conditional sale contract 
reverse side hereof. It is expressly understood and agreed that I am not to be personally responsible for any payments 
within contract. 





Dated_ — mecccccnescecceees 0 ewww men een neeceseeeeneneeesceccesseseneenoe= 


CONSENT BY TITLE HOLDER 


1, or we, land contract seller of the real estate in which a heating system is to be installed, hereby consent to the installation 
of said heating system, according to the terms and conditions of the conditional sale contract on the reverse side hereof. 


Dated. eee eonbes cewiuitlittbtibindantiie “™ > (ceebedeeeciseis clita cede a 
bh. HC, Om, 384, O2200 i 
3 = 
é E 
i 
$ 
i | 


STATEMENT OF SELLER 
The heating system, accessories and piping, described in the within contract, are to be affixed to the following described 





real estate owned by 


SN UII GE TR iiniin ercrcctstnicicteitesisicninevesineatesstach iri tte IIL. aiccatiebiiacasnaenmess 
Being Lot No.__._-- Block No. nag apna einnmiiinests oe Addition to — - 
Cagnbaininreinnedtmiiedcdinnitentpinminmabeil RID ocnsnmetidighineneeseieatens 
HOLLAND FURNACE COMPANY 
Seller 
BY ects sescememnnccncencnasunspesenseseesers 
Dated____. J aneebabeteinls Dillan havaetidh taeienaccgeeitenanenioaie 


advantage of the beneficial tax provisions, and under these circumstances the 
merits of the situation might be subject to question. 

We believe that the propriety of taking a deduction for estimated expenses 
to be incurred in ensuing years with respect to current-year income is sound 
accounting practice and is definitely fair to be included in the computation as ua 
deduction for Federal income tax purposes. 

If you are not in favor of the enactment of legislation along the lines of H. R. 
4725 and 4726, we urge you to make your views promptly and forcefully known. 

Very sincerely yours, 
O. A. VANDEN DooreEn, Secretary. 


The Cuarrman. That completes the call of the calendar. Is there 
anybody else present who has requested an opportunity to be heard? 
The chair hears no response, and that closes the hearings on the pend- 
ing bill. 

It is expected that the committee will meet at 10 o’clock Tuesday 
morning in executive session to consider the pending bill. 

The committee now stands adjourned. 
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(The following material was received for the record :) 


CONGRESS OF THE UNITED STATES, 
House or REPRESENTATIVES, 


Washington, D. C., March 18, 1955. 
Hon. JERE COoopPER, 


Chairman, Commitee on Ways and Means, 
House of Representatives, 
Washington, D. C. 

DEAR COLLEAGUE: A number of constituents in my district have written in 
opposition to the repeal of two sections of the 1955 Internal Revenue Code con- 
cerning expense reserve items as deductions in Federal returns. 

They urge me to suggest that no action be taken without full public hearings. 

Respectfully yours, 
STUYVESANT WAINWRIGHT. 


CONGRESS OF THE UNITED STATES, 
House OF REPRESENTATIVES, 


Washington, D. C., March 14, 1955. 
Hon. JERE CooPER, 


Chairman, House Ways and Means Committee, 
House of Representatives 
Washington, D. C. 


My DEAR CHAIRMAN COOPER: Several constituents have contacted me request- 
ing that no legislative action be taken on any bill introduced to eliminate expense 
reserve deductions and deferment of prepaid income until public hearings have 
been held. 

I wish to urge favorable consideration of this request and would appreciate 
your advice as to the decision made by your committee. 

Sincerely yours, 
WILLIAM B. WIDNALL. 


New York, N. Y., March 16, 1955. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
New House Office Building, 
Washington, D. C.: 


As president of Wm. H. McGee & Co., Inc., managing agent for a group of 
insurance companies, I refer to the proposed retroactive repeal of sections 452 
and 462 of the Internal Revenue Code of 1954. 

There is no doubt in my mind that both these sections in the code are pro- 
gressive, but I do realize that section 462 could create a substantial loss of reve- 
nue warranting consideration of finding a means of spreading the loss over a 
lenger period of time than one year. However, I feel strongly that there is no 
similar reason for the repeal of section 452. It is my view that revenue loss 
under this section may be unconsequential and in any case continuation of this 
section could provide basis for eliminating many bookkeeping abuses which has 
in past resulted in loss of revenue to our Government. 

As a citizen and taxpayer I do not feel that it is necessary to repeal section 
452 merely because of section 462 and sincerely request that you and your col- 
leagues reconsider the merit of retaining section 452 in the code. 


HAROLD JACKSON, 


New York, N. Y., March 16, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
New House Office Building, Washington, D. OC. 

I am communicating with you as president of Appleton Cox, Inc., a managing 
agent for a group of insurance companies with respect to the proposed retro- 
active repeal of sections 452 and 462 of the Internal Revenue Code of 1954. 

While the inclusion of both these sections in the code was a progressive step 
I am willing to concede that section 462 could create a substantial loss of revenue 
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warranting some method of spreading the loss over a longer period of time than 
1 year. 

On the other hand there seems to be no such similar reason for the repeal of 
section 452. As a matter of fact it is my view that the revenue loss may be incon- 
sequential and in any case continuance of this section could provide a basis for 
eliminating many bookkeeping abuses which have in the past resulted in a loss 
of revenue to the Government. . 

As a citizen and taxpayer I do not feel that it is necessary to repeal section 
452 merely because of section 462 and sincerely request that you and your col- 
leagues reconsider the merits of retaining section 452 in the code. 


OwEN E. BARKER. 


Amos D. Bripgr’s Sons, INc., 
Hazardville, Conn., March 15, 1955. 
Hon. JERE Cooper, 

Chairman, House Ways and Means Committee, 

House Office Building, Washington, D. C. 


Dear CHAIRMAN Cooper: It is our sincere hope that Secretary Humphrey’s 
request to repeal two sections of the Internal Revenue Code of 1954 will be 
refused, as we believe that these sections should remain in effect. We feel you 
would welcome our opinion. 
Very truly yours, 
Amos D. BrinGe’s Sons, INc., 
Rosert P. Bripee, President. 


J. Nets LUMBER Co., 
Portland 4, Oreg., March 10, 1955. 
Hon. JERE CooPeER, 

Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 
DEAR CONGRESSMAN Cooper: We wish to urge on you that no legislation be 
enacted without public hearings on bills introduced this week eliminating ex- 
pense reserve deductions and prepaid income. 
Very truly yours, 

Pavut NEILs, President. 





CONGRESS OF THE UNITED STATES, 
House of Representatives, 

Washington, D. C., March 21, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 
Dear COLLEAGUE: It is my understanding that the records on the hearings 
conducted in connection with H. R. 4725 are being held open until March 24 for 
additional statements. Accordingly, I am enclosing a letter dated March 17, 
1955, from Graystone of Seattle, which I should appreciate your incorporating 
in the record. This letter is in protest to repealing sections 452 and 462 of the 
Internal Revenue Code of 1954. 
Your cooperation in this matter will be appreciated. 
Sincerely, 

Tuomas M. PELty. 


GRAYSTONE OF SEATTLE, 
GRAYSTONE CONCRETE Propucts Co., 
Seattle 9, Wash., March 17, 1955. 
Re H. R. 4725. 
Hon. Jere Cooper, Chairman, 
Ways and Means Committee. 


Dear Sir: Sections 452 and 462 of the Internal Revenue Code of 1954 should 
not, in our opinion, be repealed for the following reasons: 

(1) The sections do accomplish the highly desirable objective of bringing tax 
accounting into harmony with business accounting. 

(2) They do not, from a practical standpoint, “lose” tax revenue, they simply 
defer it. 
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(8) Calendar year basis taxpayers have closed their books, made their annual 
reports to financial institutions, stockholders, etc., paid dividends and made 
financial commitments, in good faith, based on the law as it stands. Retro- 
active repeal now would cost taxpayers tremendous amounts merely to make the 
changes which would be required by such repeal, to say nothing of the financial 
repercussions. 

In order to prevent possible taxpayer abuse it may be desirable to modify the 
sections, particularly section 462. 

The matter is complicated unnecessarily because 462 (c) (2) requires that an 
election apply to all estimated expenses. We would have been happier had we 
been able to make an election only as to certain major items. 

Very truly yours, 
Morr RIEKE, Treasurer. 


ALLIED PAPER MILLs, 
Kalamazoo, Mich., March 15, 1955. 
Hon. Aveust E. JOHANSEN, 


United States Representative, 
House of Representatives, Washington, D.C. 


Dear Sir: Last week Secretary Humphrey of the Treasury urged the retro- 
active repeal of section 462 permitting deductions for reserves for estimated 
expenses. 

We believe that the Federal income tax law has been greatly improved by this 
section. It brings the profit as shown on our income tax report more in line 
with our accounting records. 

Possibly it would be advisable to limit the reserves effected to only discount 
on sales and allowances on sales. Regardless of the items effected, there will be 
no difference in the amount of income taxes to be paid after the first year. 

Now that this improvement has been written into the code, we hope that yeu 
will be able to keep it there. 

Yours truly, 


C. B. Crosstey, Assistant Secretary. 


AMERICAN MERCHANT MARINE INSTITUTE, INC., 


Washington 6, D. C., March 18, 1955. 
Hon. JERE Cooper, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington 25, D. C. 


DEAR Mr. Cooper: The American Merchant Marine Institute represents the 
owners of a substantial majority of American-flag shipping of all categories, and 
is therefore concerned that H. R. 4725, which would repeal section 462 of the 
Internal Revenue Code of 1954, would reestablish a tax inequity which previously 
existed. The American-flag steamship industry of course favors the closing of 
tax loopholes but is compelled to record itself in opposition to H. R. 4725 in 
its present form unless appropriate provision is made for the establishment of 
reserves to meet certain claims incurred during a current year but not payable 
until subsequent years. 

Section 462 of the Internal Revenue Code of 1954, which would be repealed in 
its entirety by this bill, corrected a tax inequity which had existed prior to the 
1954 revision of the code, and which was peculiarly prejudicial to the transpor- 
tation industry. It is a long-established accounting practice in the steamship 
industry to charge against the current year’s income uninsured liabilities in- 
curred for damage to cargo, or for injuries to crew or other persons arising during 
the current period, some of which are not paid until subsequent years. This prac- 
tice has been not only recognized as necessary by interested Government agen- 
cies, but is, in fact, required to be followed in all dealings with Government agen- 
cies, except with respect to income taxes. 

We submit, therefore, that any revision of the Internal Revenue Code of 1954 
should provide for the deduction as a business expense of reserves set up against 
claims or similar liabilities incurred in the taxable year. Such a provision is 
necessary in order to eliminate the inequity that applied to American steamship 
lines prior to the Internal Revenue Code of 1954. 

This letter has been discussed with American Tramp Shipowners Association, 
Committee of American Steamship Lines, and Pacific American Steamship Asso- 
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ciation, and states the views of those organizations as well as of the institute. 
We respectfully request that this letter be incorporated in the record of your 
hearings on H. R. 4725. 

Sincerely yours, 


Francis T. GREENE. 


Detroit, Micn., March 17, 1955. 
Chairman J. Cooper, 


House Ways and Means Committee, 
Washington, D. C.: 


We object to repeal of sections 452 and 462 of Internal Revenue Code of 1954 
because it will upset and hinder generally accepted accounting practice which 
dictates that related income and expenses be recognized in the same accounting 
period so that results from operations may be accurately computed. If tax law 
and accounting practice are compatible it facilitates ease and accuracy of filing 
tax returns. We urge you not to repeal these sections. 


Dun Bar & SULLIVAN Dreporne Co. 


Day MrInes, INC., 
Wallace, Idaho, March 16, 1955. 
Hon. JERE COoPER, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington 25, D. C. 


Dear Siz: Will you please register the protest of this company and affiliated 
concerns to the repeal retroactively of sections 452 and 462 of the 1954 Internal 
Revenue Code. If the Congress in its wisdom should determine to repeal these 
sections retroactive only to January 1, 1955, possibly no one would or could 
protest too much. 

However, corporations have been required to file their 1954 income-tax returns 
by March 15, 1955 (yesterday), or be subject to the usual penalties. To my way 
of thinking it is manifestly inequitable to pass retroactive legislation in such 
instances. 

Yours very truly, 
Henry L. Day. 


Kansas Ciry, Mo., March 15, 1955. 
Hon. JERE D. Cooper, 
Chairman of the House Ways and Means Committee, 
House of Representatives, Washington, D. C.: 


We are very disturbed by the proposal for the retroactive repeal of sections 452 
and 462 of the Internal Revenue Code. Such repeal will result in substantial 
injury to taxpayers who have already reported to creditors and shareholders 
their net income for 1954. Most of the additional deductions arise from spe- 
cifically mentioned items in the committee reports and, therefore, section 462 
could not give rise to deductions for estimated expenses not intended by Con- 
gress. There is no showing that section 452, relating to deferred income will 
appreciably reduce revenues. 

We request that full hearings be held on the proposals. It would be a grave 
mistake for Congress to proceed hastily in this matter. Taxpayers should be 
given an opportunity to present their views on the harmful effects on business 
of such a last-minute, retroactive denial of deductions granted by Congress. 


Riss & Co., INc., 
R. B. Riss, President. 


CLEVELAND, On10, March 14, 1955. 
Hon. JERE Cooper, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C.: 


Re H. R. 4725 and H. R. 4726. Did the Congress make a mistake in its ap- 
proval of the 1954 Revenue Code? If the principles embodied in it were good last 
August, has anything happened in the meantime to alter the situation so dras- 
tically as these new proposals would indicate? Or is this just more of the fruit- 
less and wasteful political maneuvering of which both parties are equally guilty, 
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and which we voters unwisely tolerate? In the future let’s not take steps until 
we're sure they’re right, and once taken let’s not then take two steps in the op- 
posite direction. 

Tue Hitt AcME Co., 

Karu F. Brucu, Jr., Treasurer. 


ToLepo, On10, March 15, 1955. 
Representative JERE Cooper, 
House of Representatives: 

Sections 452 and 462 are sound and fair to all concerned. Important that they 
remain in law. Believe these sections can be administered so as not to cause 
serious revenue loss. 

Tue Tax Forum or ToLepo 
(Composed of representatives of most northwest Ohio industry). 





PANHANDLE Ort Corp., 
Dallas 1, Tex., March 15, 1955. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington 25, D.C. 


Dear Srr: In connection with the public hearings on H. R. 4725 as outlined in 
the release of Chairman Cooper dated March 11, 1955, this letter is intended as 
an official protest against the repeal of sections 452 and 462 of the Internal 
Revenue Code of 1954. 

These sections permit taxpayers to conform accounting for income tax pur- 
poses more nearly to good accounting practices and therefore are very desirable 
to keep accounting and income tax records on the same basis. 

We particularly object to retroactive repeal of the sections since we have 
already filed the 1954 income tax return and have also issued our 1954 financial 
statements to stockholders, the Securities and Exchange Commission and to 
the public. Therefore, we feel that it is unfair to be forced to go back and make 
retroactive adjustments at this time on items which were handled in accordance 
with the law and the intentions of the law. 

We trust a satisfactory solution to this problem can be made without a retro- 
active repeal of these sections of the Revenue Code. 

Yours very truly, 
F. L. DurHAM, Treasurer. 


Da.uas, Tex., March 12, 1955. 
Hon. JERE Cooper, 


Ways and Means Committee. 


We suggest with reference to proposed repeal of sections 452 and 462 of the 
1954 Revenue Act that a public hearing be held since we are opposed to the 
repeal of the two above sections. 

PROFESSIONAL LAUNDRY & CLEANERS 
ASSOCIATION OF DALLAS, TEX., 
DENYS SLATER, President. 


DEERING, MILLIKEN & Co., 
New York, March 15, 1955. 
Hon. JERE Cooper, Chairman, 
Committee on Ways and Means, 
House of Representatives, Washington 25, D.C. 

Dear Mr. Cooper: We wish to strongly protest against the recommendation of 
the Secretary of the Treasury which resulted in the joint introduction of a bill 
by Representative Reed and yourself, providing for retroactive repeal of sec- 
tions 452 and 462 of the Internal Revenue Code. These sections relate to deduc- 
tions to be permitted with respect to estimated expenses, as well as deferments 
of prepaid income. 

The tentative regulations covering sections 452 and 462 of the 1954 law, pub- 
lished by the Commissioner of Internal Revenue on January 21, 1955, required 
that corporations utilizing the provisions of those sections publish their annual 
reports to stockholders on the same basis as their tax returns in order to obtain 
the reductions in taxable income contemplated when these sections were enacted 
into law. 
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It is our firm conviction that there is a misapprehension both on your part 
and on the part of Representative Reed, and many others in Washington relat- 
ing to these sections. The general impression appears to be that if these sec- 
tions are permitted to stand in the law, American corporations will receive a 
“tax windfall.” Nothing could be further from the fact, from the standpoint of 
this taxpayer and the corporations affiliated with it. 

In the first place, this corporation and its affiliated group of corporations for 
many years operated on the basis of monthly accruals relating to estimated ex- 
penses. Recently such a monthly accrual was adjusted to place these corpora- 
tions on the basis of 13 four-week accounting periods. The principal accrual 
from the standpoint of the size of the deduction involved was the vacation pay 
item. Deductions for accrued vacation pay booked on the balance sheet date 
have been consistently denied by the Treasury Department. Over a period of 
years these matters have gone through the various conference stages and a num- 
ber of cases were being prepared for trial in the Court of Claims in Washington 
at the time the 1954 Revenue Act was enacted. After the enactment of the law 
we were requested to withdraw our claims against the Government for over- 
payments of taxes, on the grounds that the allowances with respect to vacation 
pay during our fiscal year ended November 30, 1955, would provide us with sub- 
stantial satisfaction of our claims. On that basis, the claims against the Govern- 
ment were dropped, since the date of the enactment of the 1954 law. 

In our opinion, the action being taken by your committee places the Govern- 
ment in the position of bad faith with our group of taxpayers because we know 
of no method whereby we can be made “whole,” from the standpoint of rein- 
stating our claims against the Government, in their exact status at the time the 
1954 law was enacted. 

In our opinion, the situation in our group of corporations is not unique and 
should be taken into account by your committee in drafting this legislation if it 
must be drafted. Far from being a windfall, sections 452 and 462 to our corpora- 
tions and to many other American corporations represented the allowance of 
deductions which should have been granted by the United States Treasury De- 
partment many years ago; in some cases in years in which excess-profits taxes 
applied, but which were denied as deductions by the Treasury Department, con- 
trary to recognized accounting principles, as promulgated by the American 
Institute of Accountants and other professional accounting organizations. Re 
voking the effectiveness of sections 452 and 462 of the 1954 law merely projects 
for a longer period of time an arbitrary and indefensible stand taken many 
years ago by the Treasury Department which is unsupportable in sound ac- 
counting practice. 

If the law is amended at all, it should be along the lines originally suggested 
by the American Institute of Accountants prior to the passage of the 1954 law, 
whereby the benefits of sections 452 and 462 might be spread over a period of 
3 or possibly even 4 or 5 years. Viewed objectively, the retroactive repeal of 
sections 452 and 462 can only be regarded as a step backward in tax legislation— 
a temporary expedient to maintain tax collections at an indefensibly high level. 
Sooner or later, tax aceounting should get into line with generally accepted 
principles of accounting, which are practiced by most of the corporations who 
file tax returns. 

Your reaction to the suggestions contained herein would be greatly appreciated. 

Very truly yours, 
C. W. Kaste, Jr. 
Secretary and Assistant Treasurer. 


LopDpING ENGINEERING Corp., 


Worcester, Mass., March 16, 1955. 
CHAIRMAN, 


House Ways and Means Committee, 
Washington, D. C. 


DeEAaR Mr. CHAIRMAN: Lodding Engineering Corp. is a small firm employing 
80 people. We prepared and filed our 1954 returns on the basis of changes made 
in the revenue laws in 1954. 

I know that your committee is intending to amend section 462 which pertains 
to expense reserves. The one point I wish to stress is that making any change in 


this section retroactive to January 1, 1954, would work considerable hardship on 
us. 
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All our statements and returns were prepared and filed on the basis of the 
1954 law. If changes are to be made, we would suggest that those changes 
should not be made retroactive. Whatever change is made, let Congress be fair 
about it. 

Very truly yours, 
ISRAEL WEISMAN, Comptroller. 


NATIONAL RESEARCH Corp., 
Cambridge, Mass., March 16, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
ITouse Office Building, Washington, D. C. 


DEAR CONGRESSMAN Cooper: I am very much disturbed about the proposed re- 
peal of sections 452 and 462 of the Internal Revenue Code. I hope your com- 
mittee will take into consideration the fact that many important business policy 
decisions have been made in reliance on the new code. 

This company finds itself now in the unenviable position of having had its 
statements audited and its annual report mailed out to stockholders. In addi- 
tion to costing us more in taxes, the proposed change in the law would greatly 
alter our obligations with respect to our employees’ cash profit-sharing plan, 
as well as our deferred-compensation plan. Also, our accruals for State and 
Federal taxes would be greatly upset. If the proposed change is effected, it 
would almost seem that we would have to get out another annual report for our 
stockholders. 

I, therefore, strongly urge that your committee oppose this retroactive change 
in the tax law. 

Very truly yours, 
KENNETH G. DONALD. 


San LEANpDRO, Catir., March 15, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C.: 


Urge your committee take no action on H. R. 4725 and H. R. 4726. Repeal of 
Section 452 continues inconsistency in tax accounting. Present section 452 places 
tax accounting on equitable basis and permits reporting of revenue in accordance 
with sound accounting principles by reporting revenue and related expenses in 
the same tax year. Suggest introduction of new bill to repeal section 462 only, 
thus preventing unwarranted taxpayer claims for estimated expense reserves 
for innumerable items not contemplated by Congress. 


FRIDEN CALCULATING MACHINE Co., INC., 
H. M. BILLines, 
Controller and Assistant Secretary. 


CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., March 14, 1955. 
Hon. JERE Cooper, 
House of Representatives, Washington, D. C. 
DEAR COLLEAGUE: Attached is a telegram which I have received from Mr. M. F. 
Hamilton, vice president of the P. R. Mallorv Co., Indiananolis, Ind. 
I would appreciate your consideration of his views and if you have any informa- 
tion in regard to this bill, please advise me. 
Sincerely yours, 
JOHN V. BEAMER, Member of Congress. 
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INDIANAPOLIS, IND., March 10, 1955. 
Hon. JoHN B. BEAMER, 
The House of Representatives, 
Washington, D. C.: 

It is our understanding that bills have been introduced—this to eliminate 
expense reserve deductions and prepaid income as provided in section 462 of 
the Internal Revenue Code of 1954. We respectfully request that you communi- 
cate with Congressman Jere Cooper and Senator Harry Byrd and ask that no legis- 
lative action be taken on these proposed bills without public hearings. 

P. R. MALLory & Co., INC., 
M. E. Hamitton, Vice President-Treasurer. 





P. R. Matrory & Co., INc., 
Indianapolis, Ind., March 11, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Means Committee, 
The House of Representatives, Washington, D. C. 


DEAR CONGRESSMAN CoopER: Information received from Washington this week 
indicates that the House Ways and Means Committee has H. R. 4725 under 
consideration. This bill contemplates modification of the Internal Revenue Code 
of 1954 with respect to cancellation of the provisions relating to the elimination 
of expense reserve deductions and provisions as to prepaid income. 

We understand that you have heard Secretary Humphrey and other witnesses 
on this bill, but that further formal hearings are not planned. 

We believe that no legislative action should be taken on this bill without public 
hearings and respectfully request this consideration be given and that this 
statement be filed with the committee for inclusion in the record. 

Sincerely yours, 
M. BE. HAMILTON, 
Vice President-Treasurer. 


SanTA Monica, CaAuir., Varch 16, 1955. 
Honorable Chairman Cooper, 
House of Representatives, Ways and Means Committee, 
Washington, D. C.: 


Sincerely urge open and full hearings in regard to proposed repeal of sections 
452 and 462 of the Internal Revenue Code of 1954 in order that the taxpayers be 
given ample opportunity to present their suggestions as to proper safeguard in 
application of these sections. 

J. B. Rea Co., INc., 
W. C. Harper, Controller. 


THE KENDALL Co., 
Walpole, Mass., March 15, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, 
Washington 25, D.C. 


DEAR Srr: It is understood that a bill has been introduced in the Committee 
on Ways and Means recommending the retroactive appeal of sections 452 and 
462 of the Internal Revenue Code of 1954 relating to prepaid income and 
reserves for estimated expenses. 

Approval of this bill by the Committee on Ways and Means and passage 
by the Congress of this bill or any other bill providing for similar retroactive 
repeal of the Internal Revenue Code of 1954 would result in serious disruptions 
of the economy. At this point in the year, the majority of the corporations of 
the country have already issued reports for the year 1954 and, to the extent that 
tax provisions have been reduced in accordance with the 1954 code as originally 
issued, any subsequent repeal of sections of this code would tend to invalidate the 
reported earnings contained in such statements. 

Reported corporate earnings represent the basic fundamental upon which 
boards of directors arrive at decisions which can have significant impacts on the 
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national economy. Moreover, the statements of earnings represent an important 
means of appraising the investment potentialities of securities which are publicly 
traded. 

If the amounts of tax reduction are’as large as would seem to be implied 
by statements of the Secretary of the Treasury, it would be far better to accept 
the budget deficiency which would be generated by allowance of the related 
deductions rather than, at this point, to upset the basic measures of corporate 
results in a year which has already been completed. On the other hand, if it 
should develop that the amounts involved are not as serious as the Treasury 
Department has imagined, there would be no justification for tampering with 
these provisions of the code. 

It must be borne in mind that the changes effected in the Internal Revenue 
Code of 1954 were long overdue. The determination of income as a science. 
There is no sound reason for basing taxable income on principles which are at 
variance with those accepted practices which are used in determining net in- 
come for purposes of reporting to the public, particularly when financial state- 
ments of most corporations of any size are subject to review by the accounting 
profession. It should be borne in mind that loose assertions that sections 452 
and 462 of the Internal Revenue Code represent loopholes are without founda- 
tion and are probably based upon desires for attaining political advantage with- 
out paying reasonable attention to the good of the economy. 

It is unfortunate that the Congress or the Treasury Department, whichever 
may have been at fault, did not pay closer attention to the suggestion of the 
American Institute of Accountants during the course of the passage of the bill 
that the transitional impacts should be spread over a period of 3 years. 

While the various branches of the Government may have erred in their judg- 
ment in 1954, it does not seem sound to disrupt 1955 operations. It is quite prob- 
able that there will be no particular benefit to the Federal Government’s 1955 
fiscal year from the standpoint of cash receipts because the bulk of the tax re- 
turns will be filed on the originally intended basis. The recoveries of the tax 
money will, therefore, fall over into another year and will not affect the deficit 
for the year 1955. 

In order to present a suggestion that may be helpful in solving the dilemma in 
which the various branches of the Federal Government now find themselves and 
at the same time to clarify the application of the Revenue Code of 1954, the fol- 
lowing comments are included : 

Section 462 (c) (2) should be eliminated. 

A concurrent change should be made in section 446 (a) to make this sec- 
tion read: “General rule: Taxable income shall be computed under the method 
of accounting, and to the extent such method was applied, on the basis of which 
the taxpayer regularly computed his income in keeping his books in the imme- 
diately preceding taxable year or period, subject to the requirements of para- 
graph (e) of this section which covers the consent of the Secretary or his dele- 
gate that must be obtained in changing of accounting methods.” 

Section 446 (e) should be modified to read: “Requirement respecting change of 
accounting method and extent of application: Except as otherwise expressly 
provided in this chapter, a taxpayer who changes the method of accounting, or 
the application of such method of accounting, on the basis of which he regu- 
larly computes is income in keeping his books shall, before computing his tax- 
able income under the new method or the new application, secure the consent 
of the Secretary or his delegate.” 

If the foregoing changes were made, accepted accounting prinicples which 
had been followed by taxpayers in years preceding the first year covered under 
the Revenue Code of 1954 would be governing. Taxpayers that wished to ex- 
tend the coverage of section 452 or 462 to new applications of the accrual meth- 
od not previously followed on their books could only do so by making application 
to the Secretary or his delegate in accordance with the prescribed methods as 
presently outlined in the code. These provisions, together with the elimination 
of section 462 (c) (2), would obviate many of the questions which have caused 
taxpayers to make protective extension in their applications of the provisions 
of sections 452 and 462 and at the same time would not produce any impact on 
reported net income, since adjustments in respect of items not previously re- 
flected on the taxpayers’ books resulted in net reductions in reported net income. 
In fact, it is probable that these extensions of the application of the accrual 
method have been considered to be the loopholes that were referred to in the 
press. It is granted that these changes would still cause some hardship in re- 
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spect of cash requirements of corporations but would tend to minimize such hard- 
ship cases. 

It is hoped that the Committee on Ways and Means will treat this matter in 
a sound way and not return us to the previous period involving innumerable 
reconciliations between book and taxable income and by so doing cause tremend- 
ous disruptions to the national economy. 

Respectfully yours, 
JOHN V. VAN PELT, III, 
Controller. 





BRooKLyN, N. Y., March 17, 1955—11 a. m. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Commitiee, 
House Office Building, Washington, D. C.: 


This is a protest against any bill to retroactively repeal sections 452 and 462 
of the internal revenue law of 1954. To take elections under these provisions 
required considerable accounting changes and resulted in certain commitments 
which we have no method of changing retroactively American to Americans. 
Doesn’t a retroactive repeal smack of indecency? 

STANDARD JOHNSON Co., 
EDMOND J. DONNELLAN, President. 


CuEsTER, Pa., March 17, 1955. 
JERE COOPER, 


Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C.: 


Proposed legislation has been introduced to retroactively repeal 1954 code 
sections covering reserves for expenses and the realistic depreciation methods. 
We strongly protest this arbitrary abandonment of the progressive objectives 
of these sections which were and still are highly desirable and which were 
previously unanimously approved by your committee. We urgently request the 
alternatives of statutory modification to properly limit the scope of these 
sections and if necesary to make the application thereof gradual over a period 
of 3 years as originally suggested by the American Institute of Accountants. 


BALDWIN LIMA HAMILTON CORP., 
Perry A. WHITE, General Controller. 





RAYETTE, INC., 
St. Paul, Minn., March 14, 1955. 
Re H. R. 4725. 
COMMITTEE CLERK, 
Ways and Means Committee, 
House of Representatives, Washington, D.C. 


GENTLEMEN : We hereby respectfully request that you do not repeal the recent 
improvements in the 1954 Internal Revenue Code, and specifically sections 452 
and 462. 

All public accountants and businessmen have long recognized the need for 
these provisions which have put income-tax accounting on a sound business 

asis. These sections have eliminated the need for two sets of records. In the 
past it has been necessary for many businesses to keep one set of records in order 
to determine what their true profit was, and another set of records in order to 
ineet the accounting requirements of the old Internal Revenue Code. 

We at Rayette were surprised to learn the extent of the tax deductions which 
resulted from the changeover. I am sure no one, either in business or in Govern- 
ment, realized the extent to which this would reduce taxable income for the year 
1954. Yet, the die is cast. We have interpreted the new tax laws as honestly 
as we could; we have closed our books on that basis; we have prepared our tax 
returns for filing; and our certified public accountants have our annual report 
ready to be issued. Any change in the tax laws at this time would disrupt not 
only our business records and our relations with our stockholders, but those of 
many companies throughout the country as well. 

This new tax law will not result in smaller revenues to the Government in 
future years. This is not a continuing proposition. It reduces Federal revenue 
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only for the year during which the change is made. Since Government and busi- 
ness both recognize that (1) these changes are necessary to put the tax law on 
a business basis; and (2) the Government cannot stand in this year the loss of 
revenue resulting from this change, we hereby submit the following proposal: 
Leave the tax law as it is, but require that the 1954 tax saving to business be 
deducted over a period of 3, 4, or 5 years. This compromise would evidence the 
sincerity and good intentions of both Government and business. 
Very truly yours, 
RAYETTE, INC., 
Mark L. AREND, President. 


PLouGH, INc., 
Memphis, Tenn., March 16, 1955. 
Hon. JERE COOPER, 
House of Representatives Office Building, 
Washington, D.C. 


DeEaR CONGRESSMAN: It is our understanding that the Ways and Means Com- 
mittee is inviting expressions of opinion relative to H. R. 4725, the bill which in 
its present form would fully repeal, retroactively, section 462 of the Internal 
Revenue Code. We would appreciate your passing along to your committee our 
point of view on this matter. 

It is our understanding that the original purpose of section 462 was to relieve 
taxpayers to a certain extent from paying a tax on income which had not yet 
been earned. As regards our particular business, this provision of the law, if 
not repealed, will for the first time enable us to adopt proper and conservative 
accounting principles that we had never been in a position to follow previously. 
To explain this, our company (which is engaged in the drug manufacturing 
business) is not a big company and as a result, we are in the position of having 
to compete with large companies with large advertising budgets. 

To cope with the above-mentioned situation, we follow a merchandising plan 
designated to appeal to and secure the support of the independent retail druggist. 
As a part of this plan of selling, we extend extremely long credit terms, some- 
times as much as 11 months. Our theory is that our customer can thereby sell 
the merchandise before he has to pay for it. However, the result of this type 
of selling is that we have a much greater amount of returned goods than our 
large competitors and because most of these products are for internal consump- 
tion, the bulk of these returned goods must be destroyed. 

Under the law as it existed prior to the enactment of the 1954 Revenue Act, 
we were unable to set up reserves for expenses that we knew we would incur 
from this returned merchandise. We were not big enough to charge against our 
operations this anticipated expense unless it could be deducted taxwise, and for 
this reason section 462 has enabled us to adopt an accounting policy that we 
have desired for many years. 

We hope that you will pardon the detail that we have gone into in explaining 
our particular problem, but the point we wish to make is that if this section 462 
is repealed 100 percent the detriment will be suffered the most by the small 
company. The reason for this is that the large companies do not extend long 
terms and do not have as liberal an exchange policy as a company of our size 
and, therefore do not have the problem of unearned income upon which they 
are forced to pay a tax. 

We respectfully suggest this: If Congress feels that the loss of revenue through 
section 462 will be so great that it must be repealed (and we certainly hope that 
it is not) we strongly urge that section 166c of the Internal Revenue Code be 
amended. This particular section sets forth a taxpayer’s rights with regard to 
establishing reserves for bad debts and presently is very restrictive in its pro- 
visions and application. During the depression of the 1930's, one of the factors 
that greatly accelerated the problems of small business was their lack of reserves 
to meet an exceedingly high bad-debt situation. Under said section 166c¢ per- 
mitting reasonable additions to bad-debt reserves, we must apply recent experi- 
ence, which, of course, would result in our reserves being wholly inadequate in 
the event of a severe business slump. 

Therefore, to assist the small business and to permit it to alleviate its bad- 
debt problem in the event of a business slump, we respectfully and strongly urge 
that if section 462 is repealed, that the law with regard to bad-debt reserves 
be amended so as (1) to permit a company to use depression years, together with 
recent good years as a basis for the establishment of certain reserves, and (2) 
So as to permit proper reserves for receivables that experience shows will not 
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be collected regardless of the reason. The point under (2) above that we are 
trying to make is that if, for example, we have to take back merchandise and 
destroy that merchandise, it is just as much of a bad debt, from our operational 
standpoint, as if the debt had not been paid and no merchandise returned. 
Under section 166c relating to bad-debt reserves today, the Internal Revenue 
Service is not permitting us to take these expenses, that our experience reflects 
we are certain to have, as a basis for bad-debt reserves. 

This matter is of such basic importance to us that the writer would normally 
come to Washington to present it to you in person but I realize that you are 
extremely busy and do not want to impose myself upon your time. We do hope, 
however, that this will be called to the attention of your committee as there 
must be Many, many small businesses in this country that because of their com- 
petitive position with big industry, are placed in a similar position by the inter- 
pretation that is presently being given by the Internal Revenue Department to 
this section 166c. 

Please do not let what we have mentioned as an alternative above indicate 
that we do not desire section 462 to be permitted to remain as is, the above being 
suggested only in the event your committee feels an outright repeal to be neces- 
sary. We do respectfully suggest, however, that if the magnitude of the immedi- 
ate revenue loss is the basis to repeal section 462, that this can be alleviated 
by a provision that the initial reserves for estimated expenses established in 
1954 be deductible for tax purposes ratably over, say, 10 years, so that the impact 
on revenues would be mild. 

With kindest personal regards from the writer, we are— 

Respectfully, 
—_—- ——_—, President. 


BostItTcuH, 
Westerly, R. I., March 21, 1955. 
Ways AND MEANS COMMITTER, 
House of Representatives, 
New House Office Building, 
Washington, D. C. 

GENTLEMEN: It has come to our attention that steps have been taken to retro- 
actively repeal section 452 (relating to the treatment of prepaid income) and sec- 
tion 462 (relating to reserves for estimated expenses) of the 1954 Internal Reve- 
nue Code. It is also my understanding that two identical bills, H. R. 4725 and 
4726, introduced: for this purpose, have been endorsed by the Secretary of the 
Treasury. 

We object to this procedure because our corporate books have been closed, 
statements issued, action taken on bonus, bonuses based on profits have been paid. 
We do not feel that it is necessary to repeal this statute in order to remove any 
windfall situations. The law could be appropriately amended or abuses can be 
prevented by proper administration. 

We hope that you will consider carefully our proposal together with the recom- 
mendations of other manufacturing corporations which you must have received. 


Yours truly, 
W. R. WALKER, Treasurer. 


A. SCHRADER’s Son, 
Brooklyn, N. Y., March 18, 1955. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 

DEAR CONGRESSMAN COOPER: We have been astounded and dismayed to learn 
that a proposal eliminating certain sections of the Internal Revenue Code of 1954 
eliminates sections that properly permit certain reliefs to the taxpayer. The 
sections I refer to as subject to elimination permit a taxpayer to defer unearned 
income and to accrue certain expenses which, by their nature, represent charges 
against income in the year applied. The elimination of these reliefs is wrong 
and we urge your action to continue the present code in this respect. 

We cannot believe and we do not believe that any legislator who understands 
the requirements of operating a business will favor the suggested changes. The 
further proposal that these changes be retroactive, and that they be considered 
nonexistent, makes us doubt the integrity of those who made the proposal— 
providing they knew what such a proposal meant to business, 
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Business stability affects the welfare of all our citizens. Normal business 
problems constantly threaten the conduct of business—but the lack of stability 
of taxation legislation destroys the foundation on which business operates. 

The actions taken in the 1954 code were fair, proper and honorable—not for 
business alone, but for the economic welfare of all citizens. This code should be 
continued unchanged. 

We must protest any proposal which would undermine the possibility of busi- 
ness to protect the economic welfare of those who depend upon business for that 
protection. 

Forgetting in its absurdity the proposal portion relative to retroactivity, we 
call upon your committee to censor any attempt to rescind those relief measures 
which were included in the 1954 Internal Revenue Code. 

Yours very truly, 
Russet C. Fioop, Assistant Treasurer. 


CuI0aGo, Itu., March 15, 1955. 
Hon. JERE CooPeER, 


Chairman, House Ways and Means Committee, 
United States Congress, Washington, D. C.: 


Urge full open hearings be held on legislation designed to repeal section 452 
and section 462 of the 1954 Federal income tax code. Urge full consideration of 
effect on taxpayers who have paid dividends, issued statements on the basis of 
interpretation of the law. 

ELMer RIcH, Jr., 
President, Simoniz Co., Chicago, Ill. 


BURBANK, CAuiF., Mareh 15, 1955. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
Washington, D. C.: 


We strongly urge that your committee hold full hearings on the proposed repeal 
of sections 452 and 462. We believe that taxpayers should be given the oppor- 
tunity of presenting their recommendations on changes to these sections. Sec- 
tions 452 and 462 were considered desirable when enacted in the 1954 Revenue 
Code and for Congress to act hastily without the benefit of full hearings would 
be a grave mistake. 

MENASCO MANUFACTURING Co., 
B. R. FONDREN. 


PERKINS MACHINE Co., 
: Warren, Mass., March 15, 1955. 
Chairman JERE CoopPER, 
House Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear Siz: We have been advised by the National Metal Trades Association 
that serious consideration is being given to the repeal of section 462 of the 1954 
Internal Revenue Code, dealing with accurate estimates of future expenses. 

We feel that this practice is in accordance with accepted accounting principles 
and have been using this method over a period of years. We were very much 
pleased when this provision was made in the 1954 Internal Revenue Code and 
feel that it should be allowed to stand. 

We would appreciate your acting accordingly. 

Very truly yours, 
Epwarp CostTe._o, Jr., Works Accountant. 
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THE MATTATUCK MANUFACTURING Co., 
Waterbury, Conn., March 15, 1955. 
Re proposed repeal of sections 452 and 462, 1954 Internal Revenue Code. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear Siz: We wish to express our extreme disapproval of the proposal of 
Secretary of the Treasury George M. Humphrey, in connection with repealing 
retroactively sections 452 and 462 of the 1954 Internal Revenue Code. 

We, as well as most other taxpayers, have adjusted our accounts to reflect the 
methods of accounting permitted under the 1954 Revenue Code. We have closed 
our books for the year ended December 31, 1954, and our auditors have prepared 
our financial statements and income-tax returns in conformance with the pro- 
visions of the new 1954 code. 

It would be impracticable and very unfair to all taxpayers to repeal any sec- 
tions of the law on a retroactive basis at this late date. 

We urgently request that you recommend to your committee to reject the Sec- 
retary’s proposal and thus avoid the great confusion and hardship that would 
result for all concerned taxpayers. 

Very truly yours, 
Stuart E. Jupp, President. 





COMMITTEE ON PUBLIC WORKS, 
HousE OF REPRESENTATIVES, 
CONGRESS OF THE UNITED STATES, 
Washington, D. C., March 16, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington D. C. 


DeAR CHAIRMAN Cooper: An appeal has reached me from the Oxford Manu- 
facturing Co., 22 North Washington Street, Oxford, Mich., in reference to H. R. 
4725 and H. R. 4726, to repeal sections 452 and 462 of the Internal Revenue 
Code of 1954. It discusses these items at length, and I shall endeavor to place 
these views before you for consideration, to wit: 

“In requesting the repeal of these two sections, Representative Reed has stated 
that there is an uncertainty in regard to the method of handling the accounting 
of these two sections, and in this respect, I think that Representative Reed might 
be correct insofar as setting up reserves for estimating expenses, but I am sure 
that he is entirely in error when he claims that the method of handling prepaid 
income is left to chance. The amount of prepaid income is factual and is known 
at the end of the taxable year. This of course is not true with respect to esti- 
mated expenses. 

“There is a great deal of merit in section 452 as I presume you know and con- 
sequently, if any repeal is attempted, it should be limited only to section 462 which 
does have an element of uncertainty in respect to the estimate.” 

Please accept in advance my thanks for your attention to the above sugges- 
tions. 

Very sincerely yours, 
GrorGcE A. DONDERO, 
Member of Congress. 


ee 


Washington, D. O., March 16, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Means, 
House of Representatives, Washington, D. C.: 


Retroactive repeal of sections 452 and 462 of the 1954 Internal Revenue Code 
now before the House Ways and Means Committee will in our opinion have the 
direct effect of placing in a difficult position those taxpayers who are forced as 
a result to advise their stockholders and creditors that their 1954 financial re- 
perts are no longer valid. Rather than having the desired result of bringing 
tax and normal business accounting into closer agreement, the proposed repeal 
will have the opposite effect. The financial consequences of such a drastic re- 
versal of tax policy can seriously disturb the confidence of business and result 
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in reduced revenues far in excess of any advantages sought by the repeal. Tax- 
payers should be given the opportunity to appear before your committee before 
final action is taken. 
D. E. Browne, 
Comptroller, Lockheed Aircraft Corp., Burbank, Calif. 


TuTtLe & BaILey, INc., 
New Britain, Conn., March 17, 1955. 
The WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 

GENTLEMEN: In my opinion section 462 of the Internal Revenue Code should 
be revised to cover the following specific items only : 

(1) Allow a reserve for vacation pay of hourly workers. Disallow any reserve 
for vacation pay of salary employees. 

(2) Allow a reserve for sales returns and allowances. It is easy to measure 
the correctness of any estimate by analyzing the transactions after the close of 
the tax year. 

(3) Allow a reserve for strictly cash discounts. This can be easily checked by 
the amount of discount allowed in the period following the close of the tax year. 

Yours respectfully, 
H. B. BASSETTE, 
Secretary and Treasurer. 


THE FE. INGRAHAM Co., 
Bristol, Conn., March 15, 1955. 
CLERK, 
Committee on Ways and Means, 
New House Office Building, Weshington, D. C. 

DEAR Sir: We wish to protest the proposal of Treasurer-Secretary Humphrey 
to repeal section 462 of the 1954 Internal Revenue Code. 

We have already set up our books, which have been audited by our certified 
public accountants to reflect certain reserves for estimated expense permitted 
under this section. Not only do these, we believe, provide for sound accounting, 
but having set them up as legally provided, we do not think it fair or just for 
Congress to repeal such a measure and/or make the repeal retroactive. 

Very truly yours, 
EpWARD INGRAHAM, 
Chairman, 


MERRIMAN Bros., INC., 
Boston, Mass., March 14, 1955. 
Chairman JERE CooPeER, 
House Ways and Means Committee, 
House Office Building, Washington, D. C. 
Dear Mr. Cooper: We would like to go on record as protesting strongly the 
repeal of section 452 of the 1954 Internal Revenue Code. 
If this is repealed, it will add another severe burden to the small- and medium- 
size businesses such as ours. We would appreciate your giving this consideration. 
Very truly yours, 
MERRIMAN Bros., INc. 
Everett L. Oups, President. 


THE Boprne Corp., 
Bridgeport, Conn., March 15, 1955. 
Subject : 1954 Internal Revenue Code, sections 452 and 462. 
(CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, 
Washington, D. C. 

GENTLEMEN: I would like to record with you my protest against the proposal 
of Secretary Humphrey to repeal sections 452 and 462 of the 1954 Internal Rev- 
enue Code. We accepted the law as it was written, in good faith. It should not 
now be retroactively repealed in fairness to all concerned. 

When we businessmen make a mistake, we have to take the consequences. The 
sume should apply to our Congress. I do not think that there was any mistake 
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in the new Internal Revenue Code. It was fair and just, and should be allowed 
to stand. 


Very truly yours, 
A. V. Bopine, President. 





AMERICAN HoME LAUNDRY MANUFACTURERS’ ASSOCIATION, 


Syracuse, N. Y., March 18, 1955. 
Hon. Jere Cooper, 


Chairman, Committee on Ways and Means, 
The House of Representatives, Washington, D. C. 


My Dear CHAIRMAN: The members of our association have viewed with con- 
siderable alarm a proposal to repeal the provisions of sections 452 and 462 of 
the 1954 Internal Revenue Code. 

We respectfully urge that these constructive and beneficial tax reforms con- 
tained in the 1954 code be substantially retained. 

We have prepared a detailed statement, the original and two carbon copies 
being attached hereto, setting forth the views of this organization and suggested 
remedies to meet the objection raised by the Treasury with respect to the impact 
of these provisions on the 1955 tax collection. We believe that if the suggestions 
we have recommended are adopted, revenue loss will be minimized and the 
atmosphere of uncertainty which has shaken the confidence of the business 
community will be removed. 

Very truly yours, 
W. Homer Reeve, President. 


MEMORANDUM TO THE COMMITTEE ON WAYS AND MEANS ON BEHALF OF AMERICAN 
HoME LAUNDRY MANUFACTURERS’ ASSOCIATION 


The American Home Laundry Manufacturers’ Association is a trade associa- 
tion the members of which are manufacturers of household washing machines, 
dryers, and ironers. It wishes to register its opposition to the retroactive repeal 
of sections 452 and 462 of the Internal Revenue Code of 1954 as proposed in H, R. 
4725 and 4726 and as advocated by the Secretary of the Treasury. 

These two sections relating to the treatment of prepaid income and reserves 
for estimated expenses were enacted by the Congress after full public hearings 
on a broad program for revision of the internal-revenue statutes. They were 
part of a general policy of bringing income-tax accounting into conformity with 
sound and accepted accounting principles. Such a reform had been advocated in 
our tax structure for the past 15 years and we doubt that any thoughtful or 
informed person would deny the equity of the provisions or their desirability in 
the present code. 

The demand for retroactive repeal of these sections has arisen because it now 
appears that their impact upon the revenue will be substantially greater than 
was originally estimated. As we see it, this situation does not call for the repeal 
of otherwise desirable legislation but should call for an amendment which would 
soften the revenue impact. 

The principal effect upon immediate collections of revenue is caused by the 
fact that these sections permit a transition from one method of accounting 
for income and deductions to a different method. Because of this transition, the 
statute in its present form permits two kinds of deductions in the year of 
change. One set of deductions represents those which relate to prior years’ 
income and which, under the old law, could not be deducted until paid or 
until a legal liability for payment existed. The second set of deductions rep- 
resents similar items attributable to current year’s business which, under the 
new code, may be set up in the form of a reserve to meet their future payment. 
This situation has been described in the press and elsewhere as creating a 
“windfall” and as permitting a double deduction. We would emphasize that 
such characterization is completely erroneous. The taxpayer never gets two 
deductions for the same expense. Nor does he get any deduction under the new 
law which he would not get under the old. What is changed is merely the timing 
of the deductions. Because of the transition, a larger than usual amount of 
deductions are “bunched” in one year. 

The problems and inequities resulting from an abnormal concentration of 
income or deductions in one year are not something new or unknown in tax 
legislation. In the past they have occurred in transitional changes in methods 
of accounting very similar to those under discussion. They have also occurred 
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where an existing method of accounting fails to recognize that the “bunched” in- 
come or deductions had their inception or were in fact attributable to years 
other than the year in which received or paid. In each such instance, the Con- 
gress has met the problem by permitting or requiring the “bunched” amount 
to be spread over a number of years.’ It seems to us that a like solution should 
be applied to the present situation, whereby the transitional adjustment, that is, 
the deduction for the creation of the original reserve, should be spread over a 
period of, say, three years. 

A further circumstance which it is said warrants repeal of these sections is 
the fact that there is a sharp difference of opinion between some taxpayers and 
the Treasury as to the scope of the provisions, that these differences will be 
litigated in the courts, and that the outcome of such litigation and the possible 
loss of revenue cannot be predicted. If these are sound grounds for repeal, then 
very little of the Internal Revenue Code could be retained as statutory law, 
unless a taxpayer is to be deprived of his right of appeal to the courts. 

If the Treasury believes that its litigation problems under these sections will 
be burdensome, or that the statutory language or legislative history will not 
sustain a fair and reasonable interpretation of congressional intent, then it 
seems to us the remedy is not repeal but a reexamination of the sections for their 
form and content. If there is a real danger that the provisions may be extended 
beyond the scope intended by the Congress, it would be a simple matter to state 
specifically in the statute the particular items to which they will solely apply. 
We recommend that such a reexamination be made by this committee, and that 
any amendments which, in its judgment, are necessary should be adopted in lieu 
of the proposed repeal of these sections of the code. 

In conclusion, we submit that repeal of these provisions would be a back- 
ward step from the universally recognized need for reforms in our tax laws. In 
so monumental an undertaking as the 1954 code, it is inevitable that there will 
be errors, Omissions and inconsistencies. It would be regrettable if these errors 
resulted in abandonment of desirable reforms particularly when they could be 
so easily corrected. 

We recommend, first, that these sections be not repealed, and second, that 


section 462 be amended to spread the deduction for the creation of the reserve 
over a period of 3 years. 


Respectfully submitted. 
W. Homer Reeve, President. 





STATEMENT OF WILLIAM H. QUEALY ON BEHALF OF ILLINOIS MANUFACTURERS 
ASSOCIATION WITH RESPECT TO H. R. 4725 


My name is William H. Quealy, practicing attorney of the firm of MacLeish, 
Spray, Price & Underwood, Chicago, Ill. I am chairman of the Federal taxa- 
tion committee of the Illinois Manufacturers Association and am authorized to 
present this statement on behalf of the association. 

The Illinois Manufacturers Association comprises approximately 4,000 mem- 
bers engaged primarily in the manufacturing business in the State of Illinois. 
As the representative of such members, the IMA is particularly concerned with 


the proposal to repeal retroactively section 462 of the Internal Revenue Code 
of 1954. 


In the enactment of section 452 and section 462 of the Internal Revenue Code 


of 1954, the purpose of the Congress was clearly stated in the committee reports. 
In the report of the Ways and Means Committee, the following appears: 

“Under present law deductions for expenses and losses incurred by a taxpayer 
may be taken only when all events have occurred which fix the fact and the 
amount of the taxpayer’s liability. This, in many cases, is at variance with 
generally accepted accounting principles which require all determinable liabili- 
ties relating to reported income to be taken into account. 





1In some instances, the “bunching” is to the disadvantage of the taxpayer; in others it 
is to the detriment of the revenue. Spec’fic instances in existing law are: sec. 72, lump- 
sum payment of annuity, endowment or life insurance contracts: sec. 174, research and 
experimental expenditures; sec. 404, unfunded cost of past service credits under an em- 
ployees’ pension or profit sharing plan; sec. 481, adjustments required by changes in 
method of accounting; sec. 1301, income from an employment covering a period of 36 


months or more; sec. 1302, income from an invention or artistic work ; sec. 1303, income 
from back pay. 
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“The committee’s bill conforms the tax treatment of expenses more closely 
to general business treatment by permitting an accrual-basis taxpayer to deduct 
reasonable additions to reserves for estimated expenses. * * *” (83d Cong., 
2d sess., H. Rept. 1337, p. 49). 

A similar statement of intention appears in the report of the Committee on 
Finance (83d Cong., 2d sess., Rept. No. 1622, p. 62). 

The IMA is of the opinion that the intended result—to conform accounting 
for Federal tax purposes with sound business accounting—should not be aban- 
doned. Rather, if the existing legislation does not accomplish the intended re- 
sult, appropriate amendments should be adopted. 

In the bill pending before this committee, it is proposed to repeal retroactively 
both section 452 and section 462 of the 1954 code. Various estimates have been 
made of the loss of revenue which will result if these sections are not repealed, 
ranging from $1 billion to $5 billion. . It is believed that the loss is attributable 
primarily to section 462 rather than to section 452. Fo this reason our state- 
ment will be directed to the question whether section 462, if properly construed 
or amended, will result in such a tremendous loss of revenue. 

The estimated loss of revenue attributable to section 462 is predicated upon 
the assumption that taxpayers will accrue and deduct for Federal tax purposes 
reserves for all conceivable types of estimated future expense regardless of 
the recognized accounting practices applicable to the taxpayer’s business. Ob- 
viously, there would be no serious loss of revenue if the statute were not con- 
strued to permit the unlimited deduction of such reserves. 

Section 462 was designed to permit the taxpayers to bring into greater con- 
formity their accounting for Federal tax purposes with the recognized accounting 
practices prevailing in their businesses. Good business practice has required the 
accrual of reserves attributable to the operations of the current year to meet the 
liabilities or expenses which will arise in a subsequent year as a result of such 
operations. These reserves were accrued for business purposes notwithstanding 
that only the reserve for bad debts was heretofore recognized for Federal tax 
purposes. We must assume that in the past reserves have been set up irrespec- 
tive of the Federal tax deduction, wherever required by sound accounting prin- 
ciples. If this prior experience is applied as a qualification of the existing 
statute, many of the reserves which apparently have been or may be claimed 
under section 462 would not be proper deductions. Otherwise, the financial state- 
ments which have been prepared and certified to by the accounting profession 
for a great many years would necessarily be inadequate. 

It is believed that the uncertainty and confusion relating to the type of ex- 
pense for which a reserve may be established under section 462 is largely attrib- 
utable to the position of the Commissioner of Internal Revenue that the election 
of a reserve under that section constitutes the election of a general method of 
accounting. In other words, under this interpretation of the statute, the tax- 
payer was faced with the necessity of setting up reserves for any and all future 
expenditures which might conceivably qualify under section 462. This prevented 
the taxpayer from setting up reserves on a selective basis in conformity with 
the accounting practices applicable to his business. 

Rather than to repeal the section in its entirety, the granting of greater discre- 
tion both to taxpayers and to the Internal Revenue Service in determining proper 
expenditures for an election under section 462 would greatly alleviate the present 
problem. With this in mind the IMA recommends the following: 

(1) Amend section 462 to permit taxpayers to select as a basis for reserves 
certain enumerated types of expenses, such as vacation pay earned under con- 
tract, warranty expenses, discounts and rebates, and similar items for which 
provision is customarily made under sound accounting principles. 

(2) In addition to the enumerated items, specifically limit the expenses for 
which reserves may be provided under section 462 to include only such additional 
reserves as are required or permitted by other regulatory agencies for the tax- 
payer’s particular business. 

(3) Enlarge the authority and discretion of the Secretary of the Treasury (or 
his delegate) to define the selected items for which reserves may be established 
under section 462 in order that the accounting for Federal tax purposes may, in 
fact, be brought into greater conformity with sound business practices. 

If no remedial legislation is adopted in lieu of the outright repeal of section 
462, considerable hardship will result in the case of those taxpayers presently 
deducting reserves for vacation pay in conformity with I. T. 3956 (1949-1 C. B. 
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78). In this ruling, the Commissioner of Internal Revenue recognized that vaca- 
tion pay should properly be accrued and deducted as earned under the customary 
form of union contract, where the only contingency is whether the employee is 
still in the service of the employer at the vacation period. The ruling con- 
cluded as follows: 

“The principles set forth herein are not confined to cases involving railroad 
corporations, but are applicable to all taxpayers employing the accrual method 
of accounting for Federal income tax purposes who, under labor union agree- 
ments, have become liable for vacation pay as of the close of the taxable year in 
respect of vacations with pay, or pay in lieu thereof, to be taken or received 
during the succeeding year. However, such taxpayers may accrue and deduct 
vacation pay for the year in which it is paid if that has been the consistent prac- 
tice of the taxpayer and if there is a substantial condition to actual payment, 
such as being in the employ of the employer at the time of the scheduled vaca- 
tion.” 

In reliance upon this ruling, taxpayers have for many years ending prior to 
June 30, 1955, consistently accrued a liability for vacation pay earned up to the 
close of the accounting period. This clearly was justified on the basis of sound 
accounting principles, irrespective of I. T. 3956. The vacation pay earned by 
the employee during a taxable period is a cost or expense of operations when 
earned, regardless whether the vacation may not be taken until the following 
taxable period. Notwithstanding this the Commissioner of Internal Revenue has 
revoked I. T. 3956 with respect to all fiscal years ending after June 30, 1955. 

The revocation of I. T. 3956, coupled with the repeal of section 462, would 
preclude taxpayers who have relied on the ruling from deducting vacation pay 
earned during the taxable year, forfeitable under the customary form of union 
contract only if the employee is separated prior to the vacation period. The 
effect will be the reverse of that which has motivated the proposal to repeal sec- 
tion 462. In lieu of the taxpayer “doubling up,” the income of the year of change 
will not reflect a corresponding liability for vacation pay applicable to a full 
year’s operations. 

In view of the foregoing, the IMA believes that regardless whether section 462 
is repealed or amended, provisions should be made at least to preserve the status 
quo with respect to vacation pay prevailing under I. T. 3956. To do otherwise 
would mean an even greater departure from the avowed purpose of the 1954 code 


to bring into greater conformity Federal tax accounting and sound business 
accounting. 


Boun ALUMINUM & BRASS CoRP., 


Detroit, Mich., March 17, 1955, 
WAYS AND MEANS COMMITTEE, 


House of Representatives, Washington, D. C. 


GENTLEMEN: Sections 452 and 462 of the 1954 code permit application of the 
same sound accounting practices used for book purposes to tax accounting. The 
mere fact that the revenue loss will be greater than anticipated should not be 
used as justification for repeal. Neither should they be eliminated because some 
taxpayers claim items which cannot be justified. 

The revenue loss will occur only for 1954 taxes since subsequent years will 
be on a comparable tax return basis. If the loss is the paramount problem, then 
it should be recouped through a higher tax rate for 1955 and subsequent years 
if necessary. If this were done then management could make decisions on cur- 
rent facts. It is impossible, however, to change decisions made during 1954. 
You can plan for the future but you cannot change the past. 

Insofar as claiming improper items, a stiff penalty would make such practices 
uneconomical. 

A retroactive repeal would in my opinion be unethical and would in effect be 
confiscatory legislation. If we govern in this manner neither individuals nor 
companies can plan for future expansion. 

Very truly yours, 


E. K. MAnn, Jr., 
Vice President and Treasurer. 
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Tue Topp Co., INc., 
Rochester, N. Y., March 18, 1955. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
Washington, D.C. 


Dear Sir: We have noted the introduction of H. R. 4725 and H. R. 4726 calling 
for the retroactive repeal of section 452 IRC dealing with prepaid income and 
for the retroactive repeal of section 462 IRC permitting the accumulation of 
reserves for estimated expenses. 

We do not intend herein to register any general dissent to the proposed legis- 
lation but we do feel that we have a definite responsibility in doing whatever 
we can to prevent the reimposition of an inequity in taxation that was corrected 
in the 1954 eode revision and which, in our opinion, should not be permitted to be 
reestablished by means of the bills introduced. 

We refer to the provision of the 1939 code which required that income received 
in advance, even though involving an obligation to perform services and incur 
expenses over a future period of time in order to earn the income, was to be 
treated as income subject to Federal income taxation. 

Such a concept is a glaring violation of accepted accounting procedure, par- 
ticularly in respect to taxpayers on an accrual basis. 

Further, we feel that the receipt of money in advance payment for future serv- 
ices is no more related to income than money received in exchange for a note. 
In the first instance the liability is paid by rendering service and in the case of 
a note the liability is discharged by repayment of the loan. In both cases, how- 
ever, the receipt of money gives rise to an immediate liability in the same amount 
and obviously no taxable income has originated. 

Other parts of the bill, while they might create differences of opinion as to 
policy, do not offend good accounting principles. To reflect income, however, 
without giving effect to related expense, is obviously bad accounting. 

The 1954 Revenue Act made such forward strides in harmonizing tax account- 
ing with good business accounting it would be regrettable to see this revert. 


Very truly yours, 
Gro. L. Topp. 


THE NATIONAL Suppy Co., 
Pittsburgh, Pa., March 18, 1955. 
WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 


GENTLEMEN: We are gravely concerned over the announced intention of Con- 
gress to repeal, retroactively, section 462 (reserves for estimated expenses) of 
the Internal Revenue Code of 1954. 

Acting in good faith, our company availed itself of section 462 in closing its 
accounts and in reporting to shareholders for the year ended December 31, 1954. 
At no point have we violated the intent of section 462 as revealed in the section 
itself, committee reports and the proposed regulations. 

If section 462 lends itself to interpretations not originally intended by Con- 
gress we can understand the need for corrective, and possibly more restrictive, 
legislative language. But certainly this could be accomplished without the drastic 
approach seemingly being considered at present, which would upset closed trans- 
actions and reports published in conformity with what Congress did intend. 

Our recommendation is that section 462 be clarified, retroactively, if necessary, 
by amending legislation. The types of expenses which were intended to be accru- 
able, as evidenced by suggestive listings in committee reports and proposed 
regulations, should continue to be accruable, and those major types which were 
not intended to be accruable should be definitely so stated. 

Yours very truly, 
G. E. KAUFFMAN. 
General Accountant. 
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MonAWK CARPET MILLS, INC., 
Amsterdam, N. Y., March 17, 1955. 
Re H. R. 4725 and H. R. 4726. 


Hon. JERE Cooper, 
Chairman of the House Ways and Means Committee, 
The Capitol, Washington, D. C. 

DEAR Mr. Cooper: The retroactive repeal of sections 452 and 462 of the In- 
ternal Revenue Code of 1954, as proposed in H. R. 4725 and H. R. 4726, would, 
in our opinion, represent both a reversion to incorrect and outmoded accounting 
practices in establishing tax liability, and the imposition of serious hardships 
on corporations that have already prepared their reports under existing regu- 
lations. Id like to explain a little more fully why we believe this to be the case. 

When the Congress enacted sections 452 (on prepaid income) and 462 (on 
reserves for estimated expenses) of the 1954 Internal Revenue Code, it said in 
effect that the accrual basis of accounting which is used by most American 
corporations to establish their true profits, should also be acceptable for purposes 
of computing tax liability. Under the accrual system, expenses are recorded 
in the period in which they are incurred, regardless of the period in which they 
are paid, and income is recorded in the period in which it is earned, regardless 
of when payment is received. Under the tax-accounting procedure required 
prior to the passage of sections 452 and 462, expenses were allowable only in 
the period in which they were paid, regardless of when they were incurred, and 
it was, therefore, necessary for corporations to prepare a long schedule of ad- 
justments to account for the different net profit figures resulting from these two 
methods of accounting. With sections 452 and 462 in the code, most of the 
differences between normal accounting practices and tax-accounting practices 
disappear, and most adjusting entries become unnecessary. Should the Con- 
gress repeal these two sections, it would necessitate a return, in computing tax 
liability, to what we consider to be inaccurate and outmoded accounting 
practices. 

Although repeal, in itself, would seem to be a step backward, retroactive repeal 
of sections 452 and 462 would be even more undesirable. Such action would 
present serious hardships on corporations that have already issued their state- 
ments in conformity with these sections. Reports would need to be revised. Man- 
agement decisions based upon results of the year would, if it were possible to 
do so, need to be reconsidered in the light of a different tax liability. Where 
reconsideration was not possible, difficulties could result. Even stockholders 
who have purchased or sold stock of a company on the basis of published reports 
compiled in reliance on these sections might have cause for complaint against 
retroactive action. 

In view of the unfavorable effects which the retroactive repeal of sections 452 
and 462 would have, we strongly urge that you do everything possible to prevent 
the passage of H. R. 4725 and H. R. 4726. We shall appreciate your efforts. 

Sincerely yours, 
HeErBertT L. SHUTTLEWORTH II, President. 


BIRMINGHAM, Ata., March 16, 1955. 
WAYS AND MEANS COMMITTEE, 
House Office Building, Washington, D. C. 


We are heartily in favor of balancing the budget but at this date must strenu- 
ously protest proposed retroactive feature of repeal of section 462 of 1954 
Revenue Act. This company has, in good faith, obligated funds which would 
otherwise have been available for payment of this retroactive tax and will 
not now be able to pay any such retroactive tax without great hardship. We 
cannot reconstruct the allocation of these funds at this late date. 


ANDERSON Brass WORKS, 
R. E. Scuruter, President, 
TuHos. H. Fox, Executive Vice President. 


(A similar telegram was furnished to the committee by the Honorable John 
J. Sparkman, a Member of the United States Senate.) 
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NEw York, N. Y., March 18, 1955. 
Hon. JERE Cooper, 
Chairman of the House Ways and Means Committee, 
House Office Building, Washington, D. C. 
Sir: Our company desires to go on record as objecting to the retroactive repeal 
of sections 462 and 452 of the Internal Revenue Code of 1954 as we feel this 
retroactive repeal would saddle industry with an unjust tax burden. 


EBERHARD FABER PENCIL Co. 





MINNEAPOLIS-MOLINE Co., 
Minneapolis, Minn., March 18, 1955. 
Hon. J. Cooper, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D.C. 


Srr: Our attention has been directed to proposed legislation which would 
retroactively repeal the 1954 Code provisions permitting deferral of prepaid 
income (sec. 452) and deductions of estimated expenses (sec. 462). These code 
provisions, when enacted last year, represented a very helpful step in the direc- 
tion of bringing accounting for Federal tax purposes more closely in line with 
general corporate accounting practices. 

In our case, our equipment is sold subject to cash-discount clauses which, in 
many cases, do not expire until the following fiscal year. Under the tax laws 
existing prior to the 1954 Code provisions, we were required to pay taxes on 
the discount reserves in the year in which the sale was made even though 
these discounts were allowed in very substantial sums in the following year. The 
1954 Code corrected this situation. 

We have always felt it was not right for our company to be required to pay 
an income tax in 1 year on a very substantial reserve which we knew would 
be used up in discount allowances the following year. The 1954 Code revision 
met our objections to the problem and we would hate to see this forward step 
reversed. 

Respectfully, 
D. C. STEINHELBER, 
Secretary and Controller. 


OWENS-CORNING FIBERGLAS CoORP., 
Toledo, Ohio, March 15, 1955. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, 
Washington, D. C. 

Dear Sir: We respectfully request that this letter be included in the printed 
hearings on H. R. 4725, which would repeal section 452 (relating to prepaid 
income) and section 462 (relating to reserves for estimated expenses) of the 
Internal Revenue Code of 1954. 

The expressed purpose of section 462, as stated in the Senate committee report 
on H. R. 8300 was, “to conform the tax treatment of expenses more closely to 
general business treatment by permitting an accrual-basis taxpayer to deduct 
reasonable additions to reserves for estimated expenses.” We believe that this 
represents sound tax policy, and that this section, at least in modified form, 
should be retained as part of the Internal Revenue Code, 

It has, for many years, been standard practice in our company, as well as in 
the entire glass industry, to provide on our books of account, and in our account- 
ing reports to stockholders and creditors, reserves for the cost of restoring refrac- 
tories consumed in the oneration of our glass furnaces. These costs are directly 
dependent upon the conditions under which the furnaces are operated. Reserves 
for such costs are necessary to provide a proper matching of the costs against 
the income to which they are directly related. The accounting profession has 
always considered that the provision of such reserves for relining furnaces was 
in accordance with generally accepted accounting principles. The disallowance 
of the provisions for these reserves for relining furnaces under prior income-tax 
law has been the principal difference between the income on which Federal income 
was assessed and the corresponding income as shown by the published financial 
statements of our company. 
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We understand that H. R. 4725 was introduced to repeal this section because 
the revenue loss to the Government has been determined to be much greater than 
was originally estimated. We believe that the section could be amended to reduce 
or minimize the loss of revenue and still retain the desirable features of section 
462. Following are our recommendations to accomplish this purpose : 

1. The application of the section could be limited to those cases where it was 
the accounting practice of the taxpayer to provide such reserves over some spec- 
ified number of years (without the benefit of tax deduction therefor) in its 
accounting records and reports to stockholders and creditors. Corporations 
which decide to change their accounting records to the reserve basis for partic- 
ular types of expenses could be required to do so for a similar specified number 
of years before they would be permitted the reserve basis for tax purposes. 

2. Paragraph E of section 462 pyramids deductions in the year of change. 
Some provision along these lines is necessary to prevent loss of deduction to the 
corporations in the year of changeover to the reserve basis. However, rather 
than to permit the entire amount of cost accumulated in prior periods to be de- 
ducted in the year of change, provision could be made to spread the deduction 
for such prior years’ cost over an extended period of 3, or even 5, years. 

Yours very truly, 
A. C. FrRELIGH, Assistant Treasurer. 


Tue CREAM OF WHEAT CorpP., 
Minneapolis, Minn., March 15, 1955. 


CLERK, Committee on Ways and Means, 
New House Office Building, Washington 25, D. C. 


YENTLEMEN: Our company, in good faith and pursuant to proposed regula- 
tions under section 462 of the Internal Revenue Code of 1954, recorded in our 
books of account a provision for estimated expenses. Our audited statements 
were prepared in accordance therewith and our stockholders report, which con- 
tains such audited statements, has been submitted to approximately 7,800 stock- 
holders. 

A retroactive repeal of this section would require adjustment of our records 
either for the year 1954 or in the year 1955. Either way would place us in an 
embarrassing positions as the stockholders would have to be notified on our 
1955 annual report. Too, these adjustments would distort our statements for 
these years. 

More important, we believe the use of accepted accounting principles is highly 
desirable in tax reporting. We feel sections 452 and 462 of the Internal Revenue 
Code of 1954 are a constructive and forward step in that direction and should 
not be repealed. 

If the introduction of bill No. 4725 is intended for the purpose of maintaining 
revenue, we feel this could be accomplished to a large extent by requiring that 
the doubled-up amount in the year of changeover (our calendar year 1954) be 
amortized over a period of 3 to 5 years. We are of the firm conviction that the 
repeal of these entire sections would be an undesirable step, and one that should 
not be taken without considering the unwarranted penalty that would be im- 
posed upon companies whose books have been closed and statements rendered. 
Furthermore, it is unfair to business in general for Congress to reverse itself 
and repeal a tax regulation retroactively. The majority of corporations, on a 
ealendar year basis, have closed their books for the year 1954 and have made 
their plans and budgets, based in part, on the sections in question. We feel that 
revenue can be maintained without eliminating the desirable features of sections 
452 and 462, and that rather than repeal them in their entirety they be amended 
to prevent any chances for abuse. 

We therefore respectfully request that sections 452 and 462 be kept in the 
Internal Revenue Code but that they be amended as needed. 

Yours sincerely, 
G. V. THomson, 
Vice President and Secretary. 
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Mount Hoop Soap Co., Inc. 
Portland, Oreg., March 16, 1955. 
Hon, JERE Cooper, 
Ways and Means Committee, 
House of Representatives, Washington 25, D. C. 


DEAR REPRESENTATIVE COOPER: We are writing this letter with regard to the 
bills introduced this week, which would eliminate expense reserve deductions 
and property income. 

It is our opinion that no action should be taken on these bills without a public 
hearing, and we want to convey our feelings in this matter. We believe that 
the people should have a chance to express their views on this matter in public, 
and trust that your committee will make an effort in this direction. 

We thank you for your consideration, 

Sincerely, 
PHILIP FELDMAN. 


THE CREAMETTE Co., 
Minneapolis, Minn., March 16, 1955. 
Hon, JERE Cooper, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Siz: We are disturbed by recent reports that steps are being taken in 
Congress to repeal retroactively sections 462 and 452 of the 1954 Internal Revenue 
Code. 

Our own decision to use the reserve for estimated expenses, as allowed under 
section 462 of the 1954 code, was reached after much discussion of the possible 
advantages and disadvantages of such election. Tax benefit from the election 
was not the major factor in the final decision since it was our feeling that no tax 
was being forgiven as a result of these provisions, but that the year of payment 
was merely being shifted. In our discussions, the principal advantage brought 
out was that under the new law we could now match costs and revenues in 
accordance with generally accepted accounting principles without maintaining 
separate records for tax purposes, 

Once it had been agreed that the reserve for estimated expenses should be used, 
making estimates of the expenses required expenditure of a considerable amount 
of time on our part. 

Repeal of sections 462 and 452, if made retroactive to January 1, 1954, would 
work a great hardship on affected taxpayers. Many annual reports have already 
been issued, budgets prepared and income-tax returns have been, for many calen- 
dar-year taxpayers, prepared and filed, or are far along in the preparation 
process. The retroactive repeal which we understand has been proposed would, 
therefore, not only be burdensome for taxpayers and their accountants but would 
also result in their being required to incur additional expense for making the 
changes. 

In view of the serious consequences we believe the proposed repeal would 
have on many taxpayers, we urge that no legislative action be taken on the bills 
before public hearings have been held thereon. 

Very truly yours, 
JAMES T, WILLIAMS, Jr., President. 


Horly SuGar Corp., 
Colorado Springs, Colo., March 18, 1955. 
WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 


GENTLEMEN: I believe that recently enacted provisions intended to harmonize 
tax and business accounting should be retained. 

This could easily be accomplished without incurring the substantial loss of 
revenue, occasioned by double deductions, by providing that in no event would 
a taxpayer be entitled to more than a single year’s deductions within a given 
taxable year. The onus of the double deduction would thereby be removed, yet 
many taxpayers reporting for the first time or older taxpayers reporting with 
respect to new ventures would receive the benefit of accruals to which they are 
justly entitled. 

Yours very truly, 
J. A. AsH, Treasurer. 
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OscaR Mayer & Co., 
Chicago Ill., March 18, 1955. 
Re H. R. 4725 and 4726. 
CLERK, 
Committee of Ways and Means, 
House of Representatives, 
New House Office Building, Washington, D. C. 


GENTLEMEN: Pursuant to announcement by committee chairman, Jere Cooper, 
we wish to submit these comments on proposed repeal of section 462, permitting 
reserves for estimated expenses. 

We believe that rather than outright repeal a more equitable treatment of this 
section would be a narrowing of the definition of expenses which can be included 
under the section. Certainly provision for vacations is a very logical applica- 
tion, and undoubtedly the American Institute of Accountants would be of much 
help in defining a revised section that would limit the application thereof. 

Our books have been closed and audited by our public accountants on the above 
basis for 1954. Consequently, we urgently request serious consideration to retain 
the section on a revised and limited basis. 

Yours very truly, 
Oscar G. MAYER, Jr., President, 


CONGRESS OF THE UNITED STATES, 
House OF REPRESENTATIVES, 
Washington, D. C., March 17, 1955. 
Hon. JERE COooPER, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. CHAIRMAN: I am enclosing the telegram I have received from Mr. 
Patrick B. McGinnis, president, the New Fork, New Haven and Hartford Rail- 
road Co., opposing H. R. 4725, to repeal sections relating to prepaid income and 
reserves for estimated expenses of the Internal Revenue Code of 1954. 

In view of the fact that this measure is presently being considered by your 
committee, I shall be thankful if you will kindly bring the enclosure to the 
attention of the members of your committee, so that the views cited therein may 
be properly considered, 

Sincerely yours, 
THomas J. LANE. 


NEW HAvEN, Conn. 
Hon. THoMAs J. LANE, 
Member of Congress, Washington, D. C.: 

Strongly urge you oppose Treasury Secretary Humphrey’s request for repeal 
of sections 452 and 462 of 1954 Internal Revenue Code. These sections were 
enacted after years of study and extensive hearings. They corrected a long- 
standing defect in our revenue laws by conforming tax accounting to business 
accounting. Their repeal at this time would result in severe hardship to the 
New Haven Railroad. Intelligent business planning will be impossible while the 
Treasury Department continues to change its mind as in this instance. 


Patrick B. McGtInnis, 
President, the New York, New Haven & Hartford Railroad Co. 


THE DELAWARE, LACKAWANNA & WESTERN RarrRoap Co., 
New York 6, N. Y., March 16, 1955. 
Hon. ALFRED D. SIEMINSKI, 
United States Senate, Washington 25, D. C. 

My Dear CONGRESSMAN SIEMINSKI: The Congress has under current con- 
sideration a revision in the Revenue Act of 1954 which, according to newspaper 
accounts, would have the effect of retroactively repealing sections 452 and 462 
under which business was permitted to defer the reporting of prepaid income 
and to accrue in its 1954 accounts reserves for estimated expenses attributable 
to the year 1954, the payment for which would occur in the future. In the case of 
our railroad, we are concerned with section 462 as it relates to such items as 
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vacation pay, loss and damage payments, personal injury payments, damage to 
property of others, and overcharge claims. This practice with respect to vaca- 
tions for tax purposes is not new. 

If for some reasons these sections of the tax code were ill advised and should 
be corrected, we can have no quarrel with a carefully considered revision being 
worked out after appropriate hearings to the end that all facets of the situation 
may be known to you. We do indicate that a retroactive change in the code with 
respect to these sections will have most serious repercussions and, for small 
business as well as some large business, drastically upsets their economics of 
business planning for 1955. 

The Lackawanna Railroad has distributed its 1954 report to stockholders and 
has filed its 1954 income-tax return upon the basis of its financial position under 
the law obtaining for 1954. We are committed to a dividend at the end of this 
month of almost $1,700,000. We are taking delivery on 1,000 boxears, the cash 
downpayment upon which amounts to almost $1,500,000. Other capital im- 
provements for 1955 have been similarly planned in relation to the results of 1954. 

I urge with the utmost seriousness that a most complete evaluation of the 
business consequences be made before a retroactive change in the tax code is 
given consideration. 

Respectfully yours, 
P. M. SHOEMAKER. 


Atr TRANSPORT ASSOCIATION OF AMERICA, 
Washington 6, D. C., March 23, 1955. 
Subject: H. R. 4725. 
Hon. JERE CooPER, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington 25, D. C. 

Dear Mr. Cooper: In response to a vress release relative to H. R. 4725, issued 
by you as chairman of the Ways and Means Committee, the Air Transport Asso- 
ciation of America, which is Composed of substantially all of the certificated 
airlines of the United States, wishes to submit its recommendations on that bill. 
We urge the committee to modify H. R. 4725 so that it does not operate as an 
outright repeal of section 462 of the Internal Revenue Code of 1954 but rather 
amends that section so that it retains the accounting principle which it now 
embodies but will not result in the loss of revenue now anticipated. 

The Civil Aeronautics Board of the United States regulates not only the 
operating but also the economic aspects of air transportation. As part of the 
latter function the Board has prescribed a uniform system of accounts, and a 
manual which must be followed by the airlines in keeping those accounts. 
Under the Civil Aeronautics Act, which created the Civil Aeronautics Board, it is 
unlawful for any airline to keep any accounts and records other than those 
prescribed or approved by the Civil Aeronautics Board. The principle on which 
section 462 was based, i. e., to bring tax accounting into harmony with generally 
accepted accounting practices, was a long step toward the realization of the goal 
that an airline’s Federal tax returns should be prepared on the same basis as 
its books of account and records are maintained under Civil Aeronautics Board 
regulations. A specific example will serve to illustrate this point. Under the 
present uniform sustem of accounts prescribed by the Civil Aeronautics Board 
the airlines are permitted to establish and maintain reserves for the overhaul 
of aircraft and aircraft engines. Moreover, at the present time the Civil Aero- 
nautics Board has under consideration a revised uniform system of accounts 
under which the establishment of reserves for such overhauls would be manda- 
tory. Prior to the enactment of section 462, although a substantial number of 
the airlines maintained such reserves, additions to them were not deductible 
for income-tax purposes. Thus section 462 broucht airline tax accounting into 
harmony with Civil Aeronautics Board accountine with respect to this item. 

It should be clearly recognized that reference is being made only to aircraft 
and aircraft engine overhauls and that such overhauls are substantially different 
from repairs and maintenance of aircraft and engines. Overhauls are required, 
under regulations issued by the Civil Aeronautics Board and enforced by the 
Civil Aeronautics Administration, to be made periodically after the aircraft 
or the engine has been in service for a specific number of hours. Overhauls 
must be performed, as required by the civil air regulations, whether or not there 
is actually any need for repairs or maintenance, and failure of a carrier to com- 
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ply with these regulations will render the airline liable to loss of its operating 
certificate, to criminal penalties, or both. 

Every hour that airline aircraft are operating, during a taxable year, and are 
producing income, establishes a liability and legal obligation on the part of the 
airline to overhaul the aircraft and the aircraft engines, and brings the time of 
that overhaul that much nearer. Each hour of aircraft operation, therefore, 
should bear an appropriate portion of the overhaul expenses. The establish- 
ment and maintenance of a reserve for such overhauls is the technique which 
the Civil Aeronautics Board has approved for that purpose. This technique was 
recognized for tax purposes by the enactment of section 462, based on accounting 
principles approved by both the American Institute of Accountants and the 
Comptrollers Institute of America. 

Unless there is recognition, for tax purposes, of reserves for aircraft and air- 
craft engine overhauls, the result will be that the airlines will have to pay in- 
come taxes on funds which are not available for general company use or for 
distribution as dividends to the stockholders, but which are reserved for the 
purpose specified. 

Many of our member airlines have filed final tax returns for the year 1954. 
In addition, the annual reports of our members have either been released or are 
in process of distribution. In reliance on section 462 in many cases these tax 
returns and annual reports reflect additions to reserves for overhauls and for 
similar expenses. Moreover, many airlines have made cash commitments, such 
as for the purchase of new aircraft, based on the allowance as tax deductions 
of additions to such reserves. Total repeal of section 462 at this time retroactive 
to January 1, 1954, would work a hardship on these taxpayers. 

In view of the foregoing, we urge that, in lieu of such repeal, the pending bill, 
H. R. 4725, be modified so that it has the effect of preserving the accounting 
principle on which section 462 is based while at the same time amending that 
section to avoid the loss of revenue which would result from the section as 
presently drawn. The Ways and Means Committee has before it a number of 
effective recommendations designed to reduce that revenue loss, including the 
so-called stretch-out recommended by the American Institute of Accountants. 

This association respectfully requests that this letter be included in the printed 
record on H. R. 4725, and that we be given an opportunity to testify before the 
committee if further hearings are held on this subject. 

Very truly yours, 
E. F. KEtry, 
Vice President, Finance and Accounting. 


HALL BrorHers, INc., 
Kansas City, Mo., March 18, 1955, 
Re Sections 452 and 462, 1954 Revenue Code. 
Congressman JERE COOPER, 
Chairman, House Ways and Means Committee, 
Washington, D. C. 

DEAR CONGRESSMAN COOPER: Our attention has been called to the two bills 
which have been introduced to repeal section 452 and section 462 of the 1954 
Revenue Code. Considering all of the time and talent that went into the de- 
velopment of the new code, it is difficult for us to understand how the intent or 
effect of these two sections of such code could be misunderstood or misinterpreted 
by those who drafted and voted it into existence. To the taxpayer, the code 
seems quite clear as to its effect. 

You can appreciate that with such a comprehensive revision, considerable 
time and money has been spent on the part of the taxpayer in familiarizing 
himself with the law so that he can comply with it properly. It is an under- 
statement to say that it is discouraging to learn that our legislators apparently 
were unaware of the effects of the law on which they were voting. Furthermore, 
it is not a little irritating to the taxpayer to look forward to redoing consider- 
able work that has already been done in preparing financial statements and tax 
returns under the new code. 

This is intended primarily as a registration of a complaint against the estab- 
lishment of poorly developed and inadequately understood legislation. Second- 
arily, we wish to suggest that, if a revision is in order, consideration be given 
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to not making it retroactive. This would tend to lessen, to some extent, the 
burden that has already been placed on the taxpayer. 
Sincerely, 
HALLMARK Carbs, INC., 
P. B. Carte, 
Controller. 


OREGON FiIsre Propucts, INc., 
Pilot Rock, Oreg., March 24, 1955. 
Hon. JERE COOPER, 
Chairman, the House Ways and Means Committee, 
House Office Building, Washington, D. C. 

Dear JeRE: I am enclosing to you a letter I have received from my good 
friend Al Lukens of the firm of Yergen & Meyer, certified public accountants, 
in Portland, Oreg. I am not in any way competent to comment on his letter, 
but I do know he is one of the most highly qualified accountants in this region 
and a most competent and sensible person and it would be my opinion that this 
comments would be fair and just. Therefore, I am passing them on to you 
and whatever help they may be to you in learning public opinion of the proposed 
tax measure. 

With every good wish, I am, 

Sincerely yours, 
LOWELL STOCKMAN. 


PORTLAND 14, OREG., March 14, 1955. 
Mr. LOWELL STOCKMAN, 
Pendleton, Oreg. 


DEAR LOWELL: In this morning’s mail we received a notice from our tax 
service, Research Institute of America, stating that the Democratic and Repub- 
lican tax leaders in the House have introduced bills for retroactive repeal of 
the prepaid income and reserve for estimated expense sections of the 1954 code. 
It further states that since the administration also seeks repeal, chances are 
that these provisions will probably be eliminated. 

We think it is very unfair, uncalled for, and in no sense reasonable to force 
taxpayers to try to undo transactions already consummated as much as 14 
months ago, or even only as far back as August, the date of enactment of the 
1954 code. As I recall, several years ago in late September when Congress did 
just such a stunt I thought the repercussions therefrom were great enough that 
this type of retroactivity would be forever eliminated. Now, at this time I would 
not object to its being retroactive to January 1, 1955, but that is as far back 
as I can see it being carried. If there is any way that we can possibly inject 
mature thinking into the passage of our tax bills I would like to see that in- 
jection. 

Very truly yours, 
YERGEN & MEYER. 
By AL. 


PITTSBURGH PLATE GLAss Co., 
Pitisburgh 22, Pa., March 21, 1955. 
Hon. Jere Cooper, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D. C. 

Dear Srr: In response to the announcement of the Committee on Ways and 
Means last week, I am filing this statement of objections to H. R. 4725 and 
H. R 4726 which, if adopted, would have the effect of repealing sections 452 
and 462 of the Internal Revenue Code of 1954. 

It is my belief that retroactive repeal of sections 452 and 462 would have 
an unstabilizing influence upon business generally that would be out of pro- 
portion to the revenue involved. 

Most corporations have published their annual reports by this time, and the 
statements of operating results for 1954 which are now in the hands of the 
public have taken into consideration the effect of sections 452 and 462. In 
addition, business planning for the ensuing year has been made on the basis 
of taxes that will need to be paid during 1955 on income earned in 1954 com- 
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to business planning procedure if replanning and rebudgeting for the ensuing 
year became necessary by retroactive repeal of these provisions. 

In support of the proposed repeal, much has been said and written regarding 
the so-called double deductions that would be obtained under section 462. It 
has been customary in some types of business, over a period of years, to follow 
a practice of setting up reserves for legitimate business expenses. These re- 
serves have been in accordance with approved accounting principle and have 
been shown in financial statements, but the deductions have been disallowed 
for tax purposes. Any additional deductions that would be allowed under sec- 
tion 462 would only take the place of the deductions disallowed under the tax 
rules in previous years. For each dollar of expense there would be only $1 
of deduction. 

There seems to be a wide divergence of opinions as to what effect sections 452 
and 462 will have upon the revenues. In any event, whatever the effect on 
the revenue, there would be no substantial continuing effect beyond the year 
1954, because at some point in the immediate future the deductions that would 
be allowable on the basis of reserves under section 462 will be substantially the 
same as the deductions otherwise obtainable without reference to section 462. 

For the reasons set forth above, I feel that it is important from the standpoint 
of business generally that there be no retroactive repeal of sections 452 and 462 
as proposed by H. R. 4725 and H. R. 4726. 

Respectfully yours, 
LELAND HAZarp, 
Vice President and General Counsel. 


SEISMOGRAPH SERVICE Corp., 
Tulsa 1, Okla., March 28, 1955. 
Hon. Jere Cooper, 
United States House of Representatives, 
Washington, D.C. 


Dear Str: We note from a statement issued by the Committee on Ways and 
Means March 9, 1955, that the committee will accept statements submitted with 
respect to the proposed H. R. 4725 regarding the repeal of sections 452 and 462 
of the Internal Revenue Code of 1954. Although this letter is not intended to 
be a formal statement, it is hoped that you will convey to your committee the 
protests to such repeals as discussed below. 

It has been our understanding since the early consideration of revision of 
the Internal Revenue Code that the provision now contained in the sections 452 
and 462 were proposed in order to permit the taxpayer to bring his tax account- 
ing into alinement with his financial accounting. The accrual of prepaid in- 
come and reserve for estimated expenses has been a practice long accepted by 
good accounting standards. Such procedures, however, until adoption of these 
sections were held unacceptable for lack of precise and definite determination 
as of the close of any accounting period. Recognizing the inconsistency thus 
created between business accounting and tax accounting, these sections were 
included in the revision in the belief that in the long run no significant revenue 
loss would be experienced by the Government. Offsetting any suggested loss 
of revenue were the benefits contemplated in the savings of time and efforts of 
accountants and revenue agents with respect to the reconciliation of inconsistent 
financial and tax statements. The main objection now seems to be that in 
the change from a cash to an accrual basis with respect to the items which are 
the subject of these provisions, some revenue loss to the Government is calculated 
to result. Asin any change of accounting procedure from cash to accrual basis, 
a double advantage, or possibly disadvantage, occurs in the year of change. As 
in any change there must be a point of beginning. However, having determined 
that the change is necessary or proper, it would be improper to defer such bene- 
fits to a future year in the hope that a year could be chosen in which the loss 
might be more easily sustained. 

Au additional objection to the measure now before your committee can be 
found in the retroactivity provided in the repeal bill. It is our understanding 
that upon adoption of the revised code many of the regulations, rulings, and 
opinions pertinent to the subjects covered in these sections but existing under 
the prior code were withdrawn. The repeal of these provisions would thus 
leave a field of controversy devoid of directions and limitations for the guidance 
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of taxpayers. Because of the retroactivity of the repeal business, planning 
accomplished on the basis of these provisions would be cast in doubt even though 
consistent with proce edures accepted under regulations and rulings in existence 
prior to the revision. 

The sections in question constitute a realistic and progressive improvement 
in the tax laws of this country. The repeal thereof sounds a warning of piece- 
meal reversion to the archaic and outmoded system which was revised with 
unanimous acelaim. We will appreciate your committee giving serious con- 
sideration to these and other views expressed in opposition to this measure. 

Yours respectfully, 
JosePH L. Hutt, Jr., General Counsel. 





NATURAL GAS PIPELINE CO. OF AMERICA, 
CuHricaco, ILL., March 23, 1955. 


Re Proposed amendment of section 462, Internal Revenue Code of 1954. 


Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
New House Office Building, Washington, D.C. 

Dear Mr. Cooper: During the past decade many attempts have been made by 
we Linformed taxpayers, the Internal Revenue Service, and Members of the 
Congress to coordinate income-tax procedures in closer reli itionship to account- 
ing procedures. Considerable success to this end was achieved in the passage 
of the Internal Revenue Code of 1954. Thus in keeping with general accepted 
accounting principles, section 462 of that code was pps to permit the deduc- 
tion of reserves for estimated expenses in computing taxable net income. At the 
time the provisions of section 462 were considered by the committees of the House 
and Senate and the Congress at large, it was recognized that for the year in 
which reserves Were first claimed a double deduction would occur, namely for 
expens?s actually incurred in the current year attributable to current or prior 
year’s income and for reserves for future expenses attributable to the current 
year’s income. Coincident with the consideration of this section of the code, the 
Seer tary of the Treasury informed the committees the probable tax loss result- 
ing from the enactment of section 462 and section 452, the latter, relating to the 
deferment of prepa‘'d income, would not exceed $47 million. Since enactment 
of the 1954 code, revenue losses due particularly to taxpayers’ use of section 462 
have been estimated in excess of $1 billion. Disturbed at this alarming sum the 
Secretary of the Treasury has recommended repeal of section 462 as well as sec- 
tion 452. To accomplish that purpose H. R. 4725 and H. R. 4726 have been 
intreduced. 

It is apparent the repeal of section 462 is sought because of the immediate 
substantial estimated internal revenue loss and not for the reason the objective 
of the section would in fact bring tax procedure in harmony with accepted ac- 
counting procedure. Thus to accomplish the real objective intended at the time 
of the initial enactment of section 462 and with the minimum deferment of tax 
revenue, it is recommended section 462 be amended to provide in the year election 
is made to apply the deduction of reserves for estimated expenses, the taxpayer 
shall be entitled in said taxable year to deduct the greater amount of (1) expenses 
actually incurred in the current year attributable to current or prior taxable 
years, or (2) reserves for estimated future expenses attributable to the current 
year’s income. With respect to items (1) or (2) not taken as a deduction in 
full in the current taxable year, such item shall be treated as deferred expenses 
and shall be allowed as a deduction ratably equivalent to the composite rate 
of depreciation allowed. For the succeeding taxable year or years the taxpayer 
shall be required to use the reserves for estimated future expenses unless with 
the consent of the Secretary or his delegate the taxpayer is permitted to use a 
different method. Freedom from a prior election should be accorded taxpayers 
where materia! changes occur in tax statutes or status of the taxpayer 

Should section 462 be amended as here recommended, it is apparent taxpayers 
Will elect to secure deductions of reserves for estimated future expenses as these 
in most instances will exceed in amount actual expenses attributable to the 
current or prior taxable years. But sienificantly the recommended amendment 
would not permit a complete double deduction of both current and future ex- 
penses. In fact under the recommended amendment the revenue loss m: iy well 
be much less than the original estimate made by the Secretary of the 


Treasury. 
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The proposal here suggested is somewhat akin to the transition of the tax- 
collection system applicable to individuals to the current pay-as-you-go method. 
This transition was accomplished by canceling as of September 1, 1943, the tax 
liability for the taxable year which began in 1942, thus avoiding the payment 
of 2 years’ taxes in 1. Similarly, in the instant case, during the transition from 
the current to the future expense-deduction basis, one and a ratable proportion 
of the second rather than two deductions would be allowed. Surely in the 
interest of attaining better accounting principles and practices in the Revenue 
Code, this procedure would not evoke any merited criticism on the part of tax- 
payers. Since the privilege to engage in the transition from a current to a 
future liability determination is suggested on the premise of an elective basis, 
taxpayers would be the sole arbitrators of ensuing tax consequences. We are 
confident taxpayers are willing to assume this responsibility for the practical 
advantages the reserve basis of deductions will afford. 

Respectfully submitted. 


C. B. RANDALL, Tar Attorney. 


INGRAM-RICHARDSON, INC., 
Frankfort, Ind., March 22, 1955. 
WAYs AND MEANS COMMITTEE OF THE HOUSE OF REPRESENTATIVES, 
New House Office Building, Washington, D. C. 

GENTLEMEN : The 1954 Internal Revenue Code, section 452, prepaid income, and 
section 462, reserve for estimated expenses had been taken advantage of by 
many of the corporation taxpayers. 

The objective of these sections was to have tax accounting conform to more 
generally accepted accounting principles. We have, particularly, taken deduc- 
tions under section 462, reserve for estimated expenses, and have calculated 
these in statements of our financial condition distributed to our shareholders 
and for budgets for the year 1955. These sections have also been used in caleu- 
lating bonuses to our employees and dividends to our shareholders. 

It would seem that these sections could remain in the 1954 Revenue Code 
by clarifying amendments rather than repeal of the entire sections. We will 
appreciate your giving consideration to the clarification of these sections. 

Yours very truly, 
R. S. DuKEs, 
Executive Vice President. 


Moror WHEEL Corp., 
Lansing, Mich., March 22, 1955. 
Subject: Repeal of sections 452 and 462 of 1954 Internal Revenue Code. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D. C. 

Dear Str: At approximately the time we filed our 1954 corporation income tax 
return we learned of the contemplated repeal of sections 452 and 462 of the code. 
We filed our return on the basis of the code but paid a tax installment which 
took into account the possible repeal of the above-named sections. 

Without discussing the merits of the repeal we wish to point out that, if the 
repeal is passed, provision for the filing of amended returns without interest or 
penalty should be made. We have filed our return under the law in force at 
time of filing; certainly no interest or penalty should attach for any defl- 
ciency caused by a law passed with retroactive effect. 

We hope to hear that the committee, if it has suggested such a repeal, has 
also made a completely equitable provision for the elimination of interest and 
Penalties within a reasonable period of time. 

Very truly yours, 
R. SANGER, Assistant Treasurer. 


60303—55 -16 
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FANSTEEL METALLURGICAL CORP., 
North Chicago, IUl., March 21, 1955. 
Hon. JERE COOPER, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


My Dear CHAIRMAN Cooper: I strongly feel that full, open hearings should be 
held on legislation designed to repeal sections 452 and 462 of the 1954 Internal 
Revenue Code. I feel that taxpayers should be given full opportunity to present 
their views and that it would be a grave mistake for Congress to proceed hastily 
in this matter. 

Yours very truly, 
JoHN L. MarsH, Jr., Vice President. 





DettTA ELeEctric Co., 
Marion, Ind., March 22, 1955. 
Re bills H. R. 4725 and 4726 
Ways AND MEANS COMMITTEE OF THE HOUSE OF REPRESENTATIVES, 
New House Office Building, Washington, D. C. 

GENTLEMEN: We are writing in protest against the House bills mentioned 
above. 

We would like to know how businessmen are going to continue their business 
if laws are repealed retroactively after tax return deadlines have been passed 
and tax returns filed. There is no possibility to plan business operations on that 
basis. The uncertainties created by these policies will do nothing to improve 
business confidence. 

Further, the objectives of sections 452 and 462 of the Internal Revenue Code 
of 1954 were to have tax accounting conform more nearly to generally accepted 
accounting principles. This objective is still desirable. 

Taxpayers have relied upon these sections in the determination of their lia- 
bility for Federal income tax for the calendar year 1954. ‘This liability has been 
reflected in statements of financial condition distributed to shareholders. Budg- 
ets for current operations have been prepared on the same basis. The net 
income of the taxpayers, determined with regard to sections 452 and 462, have 
been used as a basis for profit-sharing contributions, bonuses to employees, ex- 
tension of credit, dividends to stockholders, and sales by stockholders. 

Furthermore, the proper administration of these sections can eliminate the 
forecasted abuse by certain taxpayers, and the undesirable application of these 
sections can be avoided by clarifying amendments to the existing statutes rather 
than repeal of the entire sections. 

We wish to thank you for giving my thoughts some consideration. 

Very truly yours, 
J. W. Ross, 
Treasurer. 


CLEVITE Corp., 
Cleveland, Ohio, March 28, 1955. 
Re H. R. 4725 and H. R. 4726 
COMMITTEE ON WAYS AND MEANS, 
Neu House Office Building, 
Washington, D. C. 


GENTLEMEN : I wish to protest, on behalf of Clevite Corp., against the passage 
of H. R. 4725 or H. R. 4726 or similar provisions of any other bill which may be 
introduced. In our opinion these bills have been hastily introduced without 
showing the need for such changes in the Internal Revenue Code of 1954 as such 
changes are now proposed in H. R. 4725 and H. R. 4726. 

To the best of our knowledge and belief no revised estimate of the loss of 
revenue which will result from the repeal of section 452 of the Internal Revenue 
Code of 1954 has been made public. Further there appears to be reasonable 
doubt that the loss of revenue which will result from the provisions of section 
452 is sufficient to justify the repeal of that section. 

As to section 462 the House Committee report stated, “The committee’s bill 
conforms the tax treatment of expenses more closely to general business treat- 
ment by permitting an accrual-basis taxpayer to deduct reasonable additions 
to reserves for estimated expenses.” No adverse criticism of that stated objec- 
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tive underlying the addition of section 462 has been stated. The reasons offered 
to justify the repeal of this section appear to be limited to: 

(1} The admission that the section was badly worded and, 

(2) The probability that the loss of revenue for 1954 which will result 
from the provisions of section 462 as it was intended to operate will be 
substantially in excess of the initial estimates. 

It seems clear beyond reasonable doubt that correction of both errors can 
be made in a more orderly manner than by outright repeal of the section. 

Therefore it is suggested that consideration be given to retroactive revision of 
the section: 

(1) To clarify congressional intent and prevent unwarranted claims under 
section 462, and 

(2) To spread the additional tax deduction for estimated expenses to be 
claimed in the return for the first taxable year which begins after December 
31, 1953, over a period of years, the necessary period to be determined by 
Congress. 

This protest is made in the belief that a hasty and unjustified change in law, 
made retroactively, such as proposed in H. R. 4725 and H. R. 4726 unnecessarily 
hampers the orderly conduct of business and undermines faith in the adminis- 
tration and in the Congress. 

Sincerely yours, 

O. P. GoKAy, 
Treasurer. 





THE ROBINSON CLAY Propucts Co., INC., 
Akron 9, Ohio, March 28, 1955. 
Re: H. R. 4725 and H. R. 4726 
HON, JERE COOPER, 
Chairman, The Ways and Means. Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Cooper: The above bills provide for retroactive repeal of sections 452 
and 462 of the 1954 Revenue Code dealing with the tax treatment of prepaid 
income and reserves for estimated expenses. 

This is to register with you our opinion that these proposed bills should be 
defeated for the following reasons: 

The retroactive repeal of the sections referred to above is not in conformity 
with precedent. 

Such action would create a feeling of uncertainty on the part of industry 
and make it difficult to exercise careful financial planning. 

It is unfair in that the 1954 books of many companies, including our own, 
are closed, financial statements have been issued to stockholders, and fiscal 
plans for 1955 were formulated on the basis of the tax liability resulting from 
sections 452 and 462 of the 1954 code. 

There is no sound reason for repealing the above sections, since, logically, they 
accomplish an equitable purpose—the matching of current revenues and ex- 
penses—and will be a major step toward bringing business and tax accounting 
into harmony. 

We urge that you lend your aid to the defeat of retroactive repeal of the above 
sections of the 1954 code. 

Yours very truly, 

P. V. RosBInscn, 
Secretary-Treasurer. 


HOwSE oF REPRESENTATIVES, 
Washington, D. C., March 238, 1955. 
Hon. JERE COOPER, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

DeAR COLLEAGUE: It is my understanding that the records on the hearing con- 
ducted in connection with H. R. 4725 are being held open until March 24 for addi- 
tional statements. Accordingly, I am enclosing a letter dated March 17, 1955, 
from the Superior Portland Cement, Inc., of Seattle, which I should appreciate 
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your incorporating in the record. This letter is in protest to repealing section 
462 of the Internal Revenue Code of 1954. 
Your cooperation in this matter will be appreciated. 
Sincerely, 
THOMAS M. PELLY, 
Representative in Congress. 





SUPERIOR PORTLAND CEMENT, INC., 
Seattle 4, Wash., March 17, 1955. 
Hon. THOMAS PELLy, 
House of Representatives, Washington, D. C. 6 


Dear ToM; It has come to my attention that there is a movement underfoot in 
the administration to attempt to repeal, retroactively, Internal Revenue Code sec- 
tion 462, which permits corporations to go on the reserve method of accounting 
I would greatly appreciate your looking into this matter carefully. The purpose 
of this section when adopted last year was to bring tax accounting into line with 
ordinary business accounting by recognizing that when a business receives income, 
but in doing so incurs liabilities which must be paid in the future. These liabili- 
ties should be set up as reserves against the income in the year that the income 
is received. 

It is particularly important to the general health of business in a period of 
very high taxes that it pay tax only on its actual income and not be in a position 
of paying taxes on receipts that really do not constitute income and then have 
expenses in later years which cannot be carried back and applied to that income. 

If you should agree with me on this, I would greatly appreciate your getting in 
touch with the chairman of the Ways and Means Committee and asking him not 
to take legislative action on this matter without adequate hearing. 

With best regards. 

Very truly yours, 
CHESTER N, REITZE. 


HOUSE oF REPRESENTATIVES, 


Washington, D. C., March 23, 1955. 
Mr. Leo H. IRwIn, 


Clerk, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Dear Mr. Irvin: I am enclosing a copy of a telegram received from Mr. J. 
McWilliams Stone, president of the DuKane Corp., St. Charles, Ill, concerning 
H. R. 4725; and respectfully request that his recommendations as regards sec- 
tions 452 and 462 of the Internal Revenue Code of 1954 be given such considera- 
tion as the Committee on Ways and Means may deem desirable. 

Thanking you for your courtesy, I am 

Sincerely yours, 
MARGUERITE STITT CHURCH. 


Sr. CuHartes, Ity., March 21, 1955. 
Hon. MARGUERITE Stitt CHURCH, 
Vember of Congress, 
House of Representatives Office Building, 
Washington, D. C. 

Urge revision of H. R. 4725 to provide for continuation of sections 452 and 462 
of the general tax revision bill and spread of the initial deduction in section 462 
over a 5-year period. 

J. MCWILLIAMS STONE, 
Dukane Corp. 
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NATIONAL TILE & MANUFACTURING CO., 
Anderson, Ind., March 23, 1955. 
Hon. JEKE CooPER, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

DeEAR Sir: It is our understanding that your committee would welcome sug- 
gestions and recommendations concerning the repeal of section 452—prepared 
income and section 462—reserve for estimate expenses now a part of the 1954 
Internal Revenue Code. 

It is our considered opinion that these sections should be retained. In the 
first place, the objective of these sections is to have tax accounting conform 
more closely to generally accepted accounting principles. This objective is still 
desirable. 

We have relied upon these sections in determining our liability for Federal 
income tax for the calendar year 1954. This liability has been reflected in our 
books of account, in reports to Federal and State Government and their sub- 
divisions, in various tax returns and probably the most important of all, in 
reports to our shareowners. You are also aware that the net income of most 
taxpayers, determined with regard to sections 452 and 462, has been used as a 
basis for profit-sharing contributions, bonuses to employees, extensions of credit, 
dividends to stockholders and sales of stock by stockholders. Think of the 
chain reaction that would result if your contemplated repeal of these sections 
were to be made retroactive. 

The mere fact that these two sections have cost the Treasury more taxes 
than it figured on in 1954, should not be the basis for retroactive repeal. We 
believe that the proper administration of these sections will eliminate abuses by 
certain taxpayers. 

Any forecasted, undesirable application of these sections can be avoided by 
clarifying amendments to the existing statute rather than an outright repeal 
of the entire sections. 

We believe the Government owes a moral obligation to its citizens that its 
tax laws shall, for the duration of their term, be fixed so that every citizen shall 
know what his obligation is. If the Government is to decide tomorrow on yes- 
terday’s taxes, no man will ever know where he stands and his affairs will be 
reduced to utmost confusion. 

We, therefore, urge your committee to recommend that these sections remain 
a part of the 1954 internal revenue and devote your time and effort to amend- 
ments designed to remove the undesirable applications of the sections. 

Yours very truly, 
R. M. ReyYpDELL, 
Secretary-Treasurer. 


Business ForMs INC., 
West Hartford, Conn., March 21, 1955. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, 
Washington 25, D.C. 


Dear Sir: We desire to register with you our strong procest against the 
proposed repeal of sections 452 and 462 of the 1954 Revenue Code. 

In particular connection with section 462, we feel that this provision simply 
corrected an improper law which has been on the books for a long while. We 
refer particularly to its application in the matter of vacation reserve. In our 
situation, as in most, this is a definite and inescapable obligation incurred by the 
fact of operation over a given period. Since vacations are usually given during 
the middle portion of a calendar year, it is obviously improper to accrue them 
over any period other than the whole number of months between vacation 
periods. 

The obligation to give vacation pay is incurred during the 12 months prior 
to the vacation and the amount of the vacation pay is determined by the number 
of months worked prior to the vacation period. To the extent that these months 
diate back into the previous calendar year, they are expenses which are an 
inescapable obligation accrued during the previous year. 

Yours very truly, 
F. CHEYNEY BEEKLEY. 
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Amoco TOOLS, INC., 
North Chicago, Iul., March 21, 1955. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, 
Washington, D.C. 


(Attention: Mr. Leo H. Irwin, Clerk.) 


GENTLEMEN: I am writing concerning the proposed legislation to repeal re- 
troactively the 1954 code provisions which permit deferral of prepaid income 
(sec. 452) and deductions of estimated expenses (sec. 462). It is our belief 
full open hearings should be held on legislation designed to repeal these pro- 
visions. 

It is our further belief that repeal, regardless of its merit in itself, should 
definitely not be retroactive. This would work a substantial hardship on a small 
business such as Ammco Tools, Inc., and in effect would be equivalent to changing 
the rules of the game after it has been played. 

We hope that you will strongly oppose the repeal on a retroactive basis. 

Thanking you. 

Sincerely, 


Frep G. WACKER, Jr., 
President. 





AMERICAN DruG MANUFACTURERS ASSOCIATION, 


Washington 5, D. C., March 22, 1955. 
Mr. Leo H. Irwin, 


Clerk, Committee on Ways and Means, 
House of Representatives, Washington 25, D. C. 


DEAR Mr. IRwin: The American Drug Manufacturers Association is interested 
in certain provisions of House Joint Resolutions 141, 147, 149, 155, 188, and 
197, bills to control narcotic drugs. We recently wrote to Congressman Cooper 
on these measures. As indicated in that letter, the association would like to 
be given an opportunity to appear at public hearings on these resolutions if 
they are to be held. 

When hearings are scheduled, we would be grateful for information on prob- 
able dates of appearance. 

Sincerely yours, 
Kart BAMBACH, 
Ezecutive Vice President. 


UNITED SERVICE AND RESEARCH, INC., 
Memphis, Tenn., March 19, 1955. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D. C. 


Deak Sir: Our firm is vitally interested in the proposal, now before your com- 
mittee, to repeal section 452 and section 462 of the Internal Revenue Code of 
1954. We urge your support in retaining such sections in the law, and request 
that your committee clarify the provisions to cover the problem outlined 
hereinafter. 

United Service & Research, Inc., referred to hereafter as “United,” is a 
Delaware corporation, whose principal office is located in Memphis, Tenn. The 
principal business of the corporation is that of financing real estate developments, 
buying, selling, and dealing in real-estate mortgages, and of servicing mortgage 
loans for permanent investors. The servicing of mortgage loans constitutes the 
major function of the corporation, and is the subject of this statement relative 
to sections 452 and 462 of the Internal Revenue Code of 1954. 


FACTS 


United, by contract with a financial institution, agrees to service such mort- 
gages as are included under the contract for the entire life of each such mortgage. 
These mortgages vary in term from 15 to 30 years, the predominant life of such 
mortgages being 25 years at this date. The service fee paid to United under its 
contracts with the financial institution is a fixed percentage of the unpaid 
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balance of the particular mortgage being serviced. The customary fee being 
one-half of 1 percent of the balance of the amortized mortgage each year. 

The service performed by United includes the monthly collection of principal, 
interest, and escrow funds as provided by the mortgage; the remittance of 
principal and interest to the financial institution (the investor); acting as 
trustee for the escrow funds, paying the taxes, hazard insurance, and FHA 
insurance from escrow funds; and the preparation of periodic reports to both 
mortgagor and mortgagee, showing the status of each mortgage. Incident to the 
servicing is the responsibility of a trustee in the handling of custodial funds, 
and the exercising of reasonable care in performing the service, both of which 
require the protection of insurance by the servicing agent. 

The cost to United of performing the service set forth above, and which is re- 
quired of them by their contracts with the financial institution, remains con- 
stant throughout the term or life of the mortgage. Specifically, United’s serv- 
ice expense on a given 25-year mortgage is the same the Ist year as it is the last 
or the 25th year. 

PROBLEM 


The problem is how can this corporation equalize the gross income from servic- 
ing a mortgage, under its contract, over the entire life or term of the mortgage, 
so that during the earlier years the profit realized is not excessive and con- 
versely in the latter years an actual loss on saine will not be sustained. 

This is best illustrated by showing the actual service fees payable to United 
under a contract with a financial institution, using a $10,000 25-year 41%4-percent 
mortgage, with the service fee computed at one-half of 1 percent of the balance 
of the outstanding principal, as compared to the average annual fee of such 
mortgage. (See exhibit “A” attached.) 

Under this mortgage United would receive a service fee of $49.50 the Ist 
year, which would result in a substantial profit being realized, and United 
would receive a service fee of $1.80 the 25th year, which would result in a sub- 
stantial loss since the expense necessary to service the mortgage in both years 
would be the same. 

ACCOUNTING TREATMENT 


The liability of United to service a mortgage under its contract with a financial 
institution, continues for the full term or life of such mortgage. Generally ac- 
cepted accounting principles and sound business judgment require that such lia- 
bility be recognized and provided for. Generally accepted accounting principles 
dictate that business income and related expenses be correlated as closely as 
possible within each accounting period. 

It is apparent from an examination of the attached exhibit A that the income 
realized from the annual service fee varies considerably during the term of the 
contract. The service rendered and the related expenses remain constant during 
the same term. United proposes to establish a reserve to provide the funds re- 
quired to continue its service under the contract during the latter years of the 
mortgage when the service fee will not be sufficient to cover the expenses neces- 
sary to provide the service. 

The reserve so established will be credited with the excess of service fees re- 
ceived during the early years of the contract over the average service fee as de- 
termined by the term of the contract. During the latter years of the contract, 
as the service fee received falls below the average service fee, the reserve will be 
debited with the amount of the deficiency. 

By use of this accounting concept, the income realized during the term of the 
contract will be correlated with the related expenses of performing the services 
specified by the contract. The funds necessary to provide the service will be 
available when required, and United will be able to maintain a sound financial 
position throughout the term of its agreements with the financial institutions it 
serves, 

It is the opinion of United that its problem can be solved by proper applica- 
tion of sections 452 and 462 of the Internal Revenue Code of 1954. 

Sound accounting principles dictate that income received from servicing 
mortgage loans should be correlated to the expenses incurred in producing such 
income by the use of reserve. By this means a true and more accurate profit 
and loss statement can be prepared for each year during the life of a particular 
mortgage servicing contract, and distortions in profit and loss will be avoided. 
As shown by exhibit A, attached, if the procedure is not adopted, the corporation 
will have several years of comparatively high profits for tax purposes during 
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the first few years of servicing the mortgage and then will have several years 
of progressively increasing losses during the latter years of servicing the mort- 
gage. 

Therefore, it is respectfully requested that your committee retain sections 
452 and 462 of the Revenue Code of 1954 in the law, and further that recom- 
mendations be made to the Treasury Department to apply same to situations 
similar to those outlined in this letter. 

Respectfully submitted. 


E. D. ScHUMACHER, President. 
EXHIBIT A 
Proration of service fee collecting over the estimated term of a mortgage—25-year 


term, 4% percent, $10,000 
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KANSAS City, Mo., March 14, 1955. 
Representative JERE COOPER, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D.C. 

We are very disturbed by the proposal for the retroactive repeal of sections 
452 and 462 of the Internal Revenue Code. Such repeal will result in substan- 
tial injury to taxpayers who have already reported to creditors and share- 
holders their net income for 1954. Most of the additional deductions arise from 
specifically mentioned items in the committee reports and therefore section 462 
could not give rise to deductions for estimated expenses not intended by Con- 
gress. There is no showing that section 452 relating to deferred income will 
appreciably reduce revenues. We request that full hearings be held on the pro- 
posals. It would be a grave mistake for Congress to proceed hastily in this mat- 
ter. Taxpayers should be given an opportunity to present their views on the 
harmful effects on business of such a last minute retroactive denial of deductions 
granted by Congress. 

Rupy PATRICK SEED Co, 


(A similar telegram was furnished to the committee by Hon. 
Richard Bolling, a Member of Congress. ) 


New York, N. Y., March 15, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 


tetroactive repeal to January 1, 1954, of section 462 of the Internal Revenue 
Code would create great confusion and hardship for both corporations and their 
stockholders. In many cases statements to stockholders for year 1954 already 
have been published and in most cases costly audits have been completed. Where 
amount of outstanding stock is comparatively small a retroactive repeal would 
mislead stockholders and might seriously affect the market value of their hold- 
ings. Urge you and members of your committee to resist Treasury Department 
request for retroactive repeal since thousands of corporations and their stock- 
holders in good faith relied on existing regulations and would now be penalized 
unjustifiably ex post facto. 

EDWARD ATKINS, 
Executive Vice President, National Association of Shoe Chain Stores. 
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BrILuines, Mont., Mareh 17, 1955. 
House WAYS AND MEANS COMMITTEE, 


Washington, D. C.: 
Urgently request your opposal of H. R. 4725 and H. R. 4726. Due to the 
amount service necessary, these could seriously affect the future of color TY. 
Sincerely, 
J. R. Westwoop, Westiwood’s Appliances. 





Wicuita, Kans., March 18, 1955. 
House Ways AND MEANS COMMITTEE, 


Washington, D. C.: 
We are opposed to passage of H. R. 4725 and H. R. 4726 repealing sections 452 
and 462 of Internal Revenue Code as it would work hardship on appliance 
dealers and be disastrous in handling of service contracts. 


KANSAS APPLIANCE DEALERS ASSOCIATION, INC. 





BuRSLEY & Co., INC., 
Fort Wayne, Ind., March 15, 1955. 
Representative Cooper, 
Ways and Means Committee, 
Washington, D. C. 

DeaR Sir: The proposed retroactive repeal of several provisions contained 
in the 1954 Federal income-tax law has just come to my attention. 

Whether this law as passed is correct, incorrect, fair or unfair, is not my 
decision. Congress after due consideration and deliberation did pass this law 
to tax corporate incomes, and we as a corporation paid taxes in accordance 
therewith. 

If Congress has the authority to repeal these provisions retroactively to Janu- 
ary 1, 1954, how soon shall we expect retroactive increases in rates of taxes for 
the years 1953, 1952, or even earlier with a similar excuse that Congress had mis- 
calculated their budget requirements. 

*ayment of any taxes due will be made under protest accompanied with a 
élaim for refund and our assurances of financil aid to anyone wishing to cafry 
this matter of the constitutionality of retroactive taxes to the Supreme Court of 
the United States. 

If the provisions referred to above resulted in too great a loss to the Treasury 
of the United States, I would propose any method of taxation other than retro- 
active taxation. We have made our bed, now let’s lie in it. 

For a greater United States of America, Iam 

Very truly yours, 
C. H. MESING. 


HARZFELD’s, INC., 
Kansas City, March 19, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 

DEAR REPRESENTATIVE COOPER: Your committee is conducting hearings pertain- 
ing to the repeal of sections 452 and 462 of the 1954 Internal Revenue Code. 
The purpose of this letter is to call to your attention the fact that should these 
sections be repealed, they will create in the taxpayer’s mind a feeling of insecur- 
ity with regard to the stability of its revenue laws. 

The purpose of these sections was to more closely have the Internal Revenue 
Code conform to standard accounting procedures. These particular sections re- 
ceived much publicity while they were being studied by Congress in 1954. As 
we reviewed the sections as to their adaptability for our firm, we were amazed to 
see how well these sections, particularly. 462 would permit us to conform to 
standard accounting practices. A decision was made to adopt the reserves and 
on the basis of that decision plans were prepared in October for capital expendi- 
tures of $71,500 for 1955, most of which, are already complete or in process. The 
proposed repeal would create a great hardship. 

We are but one of many companies who have made the election and spent 
capital on the basis of a law enacted by Congress. The reduction in 1954 in- 
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come tax has been invested in the economy of our country. Repeal at this time 
could be disastrous. 
According to the press the Senate has repealed these sections. We respectfully 
ask that sections +52 and 462 be retained in the law. 
Sincerely, 
Sau D. Kass, 
Controller. 


Los ANGELES, CALIF., March 22, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C.: 

Vigorously protest retroactive repeal of section 452 of Internal Revenue Code. 
Retroactive repeal destroys confidence of business in a just administration of 
the tax law; seriously impedes essential business planning. Our corporation 
will be unfairly penalized by additional taxes on retroactive repeal despite good 
faith in its acceptance of lease payments, 

A. V. MAcDONALD, 
Eeecutive Director, Los Angeles Furniture Mart. 





SyracuskE, N. Y., March 16, 1955. 
WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 

GENTLEMEN: From a publication by Prentice-Hall, Inc., I understand that your 
committee is considering repeal, retroactively, of section 452 and section 462 of 
the Internal Revenue Code of 1954. They further suggest that your committee 
wishes suggestions for substitute provisions to harmonize tax and business ac- 
counting without creating the loopholes in the present provisions. 

In my view, section 462-E creates the increased deductions which are largely 
unjustified. I would suggest that if section 462-—E were amended to read as 
below, the interests of the Government and the interests of any corporate tax- 
payer would be reasonably met, at the same time preserving the fundamental 
advantages of conforming income tax and acceptable accounting treatment. 

Amend to: 

“Any deduction which under the election herein provided would be attribut- 
able to income for taxable years preceding the first taxable year for which the 
election is made shall not be allowable as a deduction in the taxable year when 
election is made or in the preceding taxable year, but shall be allowable as a 
deduction in the final return of a corporation on dissolution or liquidation.” 

Very truly yours, 
Howarp V. Swartz, 
Certified Pubic Accountant. 


Harry R. Baker & Co., 
ACCOUNTANTS & AUDITORS, 
Hoboken, N.J., March 15, 1955. 
JERE COOPER, 
Chairman, Committee on Ways and Means, Washington 25, D. C. 

Dear CIiAIRMAN Cooper: I am writing to you with regard to the H. R. 4725. 
This bill in its present form would repeal retroactively sections 452 and 462 of 
the 1954 code. The sections mentioned refer to prepaid income and estimated 
expense reserves. 

As an interested party and inasmuch as public hearings are not held by your 
committee, the writer feels that the method of repealing sections of the 1954 
code would have a disastrous effect upon future tax controversies especially 
where the intent at the present time is to repeal these aforementioned items 
retroactively. 

To repeal anything retroactively is an admission on the part of those interested 
in putting forth the 1954 code that a mistake has been made. There is no 
doubt that the 1954 code contains a great deal of errors and omissions. It seems 
that it took so long to put through a 1954 code and still faults have been found 
with various sections of the act. 
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My experience in the tax field for the past 30 years seems to tell me that the 
repeal of these items retroactively is like playing a game and then feeling sorry 
that the game was lost. In any field or sport, if the game is lost, it is recorded 
on the books as such. The game is not played retroactively and the former loss 
omitted entirely. What the House Ways and Means Committee intended to 
do is to make substitution and just as in a game of sport any substitutions 
are made as is, and any errors made previously have to be taken into account. 
I am not referring to any particular sport, but the same rules hold good in 
baseball, football, basketball, boxing, golf, hockey, swimming, wrestling, and 
even horse racing. When a fault is made or an error is committed, the person 
or team making the error is charged with it at that particular time. 

In the same category, an error has been made in several sections of the 1954 
code. Namely, the section on dividends, the section on prepaid income, the sec- 
tion on estimated expense reserves, and the section on depreciation. 

In conclusion, I feel that although the Government will lose a great deal of 
income by allowing the code to stand as enacted—that no changes should be 
made until the date of the enactment of the new act for 1955. I hope that the 
year 1955 brings a new tax act which will be more satisfactory to the taxpayers, 
as well as the people in Congress. 

Very truly yours, 
Harry R. BAKER. 


ASHEVILLE, N. C., March 11, 1955. 
Hon. JERE CooPER, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 

My Dear Mr. Cooper: During the past several days I have noted newspaper 
accounts of immediate revision of sections 452 and 462 of the Internal Revenue 
Code of 1954. 

I sincerely hope that you and your committee will not take any hurried and 
drastic action with respect to these revisions before giving business taxpayers 
an opportunity to present their cases. 

From the accounts I have read, I am of the opinion that some Congressmen 
apparently have exaggerated ideas of the effect of these sections on the national 
economy. 

Sincerely yours, 
TRAYNHAM HOUSTON, 
Certified Public Accountant. 


Hartrorp, Conn., March 11, 1955. 
Representative JERE Cooper, 
Chairman, House Ways and Mcans Committee, 
Washington, D.C. 

DEAR Mr. Cooper: May I respectfully suggest that you amend your bill, H. R. 
4725, by eliminating therefrom sections 1 (a), 2 (1), and 2 (2) (dealing with 
prepaid income). 

As noted by Treasury Secretary Humphrey in his letter to you, released on 
March 7, “the object of these sections was simply to conform tax bookkeeping 
with business bookkeeping.” 

Section 452 (prepaid income) of the 1954 Internal Revenue Code does con- 
form tax bookkeeping with business bookkeeping and, I feel, should not be 
repealed. 

Section 462 (estimated expenses), however, appears to be doing just the 
opposite. It is conforming business bookkeeping with tax bookkeeping, and 
business bookkeeping was comparatively accurate in accounting for expenses 
before passage of the 1954 code. Section 462 should be repealed. 

May I add that I represent no clients who receive prepaid income. 

Very truly yours, 
NEWTON B. CAREY, 
Certified Public Accountant. 
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Oxrorp, Micu., March 14, 1955. 
Subject: H.R. 4725 and 4726. 


CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington 25, D. C. 

HONORABLE GENTLEMEN: The request for retroactive repeal of section 452 and 
462 of the Internal Revenue Code is base on the premise that there would be a 
great degree of uncertainty on the part of taxpayers in the claiming of deferred 
income items and setting up reserves for estimated expenses. 

The only uncertainty in regard to the accounting relative to the above two 
sections pertains to setting up reserves for estimated expenses. There is no un- 
certainty in respect to deferring prepaid income because of its factual nature. 

May I therefore suggest that the repealer bill be limited only to section 462 
which does create a loophole as indicated by Representative Reed. In my 
opinion, there is no merit to repealing section 452 which provides for the proper 
inclusion of income in the year in which it is actually earned. It is a logical 
section and should be retained-in the new code. 

Respectfully yours, 
I. STANLEY BERCHER, 
Certified Public Accountant (New York). 





LARKSPUR, CALir., March 15, 1955. 
Re H. R. 4725 and 4726. 


WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D.C. 

GENTLEMEN: I do not believe that it would be fair to the taxpayers or in ac- 
cordance with good accounting to retroactively repeal 1954 Internal Revenue 
Code sections 452 and 462 without making some provision for continuation of the 
good, sound accounting principles expressed therein. 

In other words, some workable system of matching income and the costs and 
expenses of earning that income should be provided in the law. 

For instance: 

Taxpayer owns business income property which he leases. A new lease is 
signed and taxpayer collects the first and the last month’s rent at the time of 
signing the lease. 

The last month’s rent is not earned until after the last month has passed. It 
is not income to the landlord when collected. It is only income after the passage 
of time and the last month has lapsed. 

Where a 1-year lease and only 1 month’s rent is involved, this may not be too 
important, but suppose that it is a 5-year lease and the last year’s rent is col- 
lected at the time of signing the lease. The purpose of collecting so much rent 
in advance being to guarantee that the tenant will actually perform his part 
of the lease, or that he will be able to forfeit sufficient moneys to make it worth- 
while for that landlord to take a chance and lease to someone who may be just 
starting in business or otherwise may be underfinanced or shaky. 

The last year’s rent is not earned until after the passage of the last year. 
There may even be a liability to return part or all of it under certain cir- 
cumstances. 

Taking of substantial deposits is a normal business practice and such deposits 
should not be taxed until earned. It is not good accounting practice, itis not 
realistic, to tax income that is collected today and that will not be earned until 
tomorrow. 

Also, in the later year you will have the expenses with no corresponding income 
to offset them, so that there will be a corresponding loss of revenue in the later 
year. 

It is my sincere belief that there should be some provision made in the law so 
that income may be taxed in the year it is earned, if it can be segregated and 
proper records kept, rather than in the year it is collected. This should be possi- 
ble regardless of the taxpayer’s regular method of reporting. 

In other words, a cash basis taxpayer, who is also a landlord, should be able 
to report his wages or salary on the cash basis and the income from renting, as 
above discussed, on the accrual basis. 

A business that regularly maintains an accounting system on the accrual basis 
should be able to report items, as above, on the accrual basis. 
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Tax accounting should become closer to generally accepted accounting prin- 
ciples and I really do believe that the 1954 code made great strides in that direc- 
tion. As with anything, however, there is always room for improvement and it 
is only through committees such as yours, inviting comments and suggestions 
from the profession, from those of us who have to live with and work with the 
laws that you are writing, that such real progress will come. 

Whether you adopt my suggestion or not is of no real importance. What is 
important is that you have invited such suggestions. Therefore, I wish to thank 
you for the good work that you are doing. 

Sincerely, 
PETER JAMES WIKEL, 
Public Accountant. 


NEW York, N. Y., March 16, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear Mr. Cooper: Although I am in favor of the concept of setting up reserves 
for estimated expenses, as provided for in code sections 461 and 462, I am opposed 
to the effect on the Government’s revenue these sections will have in the year of 
change from the old code to the new. 

May I suggest that to the extent that a double deduction occurs in the year of 
change (i. e., deducting current expenditures and accruing estimated expenses in 
the year of change), these expenses should be required to be spread over a period 
of several years, possibly 3, for tax purposes. This would retain the basically 
sound principle of matching estimates costs against current revenues without 
seriously affecting the Government’s revenue. 

Respectfully yours, 
Morris Kritz, 
Certified Public Accountant. 


R. W. Ross & Co., 
Grand Rapids, Mich., March 16, 1955. 
HovusE WAYS AND MEANS COMMITTEE, 
New House Office Building, Washington 25, D.C. 

GENTLEMEN: I wish to express my opinion on bill H. R. 4725, in particular 
that part which would repeal section 462 (estimated expenses) of the 1954 In- 
ternal Revenue Code. 

In my position as tax counselor for numerous corporations and also as a mem- 
ber of several boards of directors I have advised certain of my clients and also 
have voted in board of director’s meetings that section 462 should be used in the 
preparation of corporation tax returns wherever applicable. It is my opinion 
that the Secretary of the Treasury and members of the House Ways and Means 
Committee should have realized in advance the impact of section 462 when the 
1954 Internal Revenue Code was being enacted last year. The average business 
has been in a quandry for the past 15 years in trying to compute their tax liability 
and now after all of the publicity that the Revenue Code was to be rewritten and 
revised so that taxpayers would be able to have a better understanding of their 
tax liability and tax program and now we find within 6 months after the enact- 
ment of the code that our taxing authorities in Washington state that the impact 
of the certain sections written into the new code is distorting their expected 
revenue to the extent that they wish these sections repealed and made retroactive 
to July 1, 1954. 

I am wondering if it is possible to have a Revenue Code written that business 
can depend upon in planning their future operations. 

Very truly yours, 
R. W. Ross, 
Certified Public Accountant. 
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JONES & ANDERSON, 
PUBLIC ACCOUNTS, 
Anchorage, Alaska, March 15, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Sir: One of our trade papers points out that the House Ways and Means 
Committee is inviting written statements with regard to the possible retroactive 
repeal of section 452 and section 462 of the new Internal Revenue Code with 
regard to the deferment of prepaid income and the allowance for the deduction 
of reserves for estimated expenses. I should like to express to you my opinions 
on those particular sections. 

Might I suggest that you investigate the possibility of allowing the deferment 
of prepaid income as it now stands under section 452 for those taxpayers whc 
are on an accrual basis and who are, by their present system of bookkeeping, 
treating as deferred income and deferred expense, items actually relating to 
future periods. I might also point out the inequity of requiring a taxpayer to 
include as income certain items of deferred income when he is required by law 
to defer certain expenses. For example, prepaid insurance, under the present 
law and past laws, must be deferred to the period in which the expense is actually 
earned. Any taxpayer on a true accrual basis of accounting should, I believe, 
be entitled to defer income to the period in which it is earned. 

With regard to section 462, which permits deductions for reserves for esti- 
mated expense, of course you are acquainted with the present law which permits 
certain deductions for estimated expenses such as bad debts. Many companies, 
at present, accrue a reserve for bad debts based on an experience which is al- 
lowable against current income. Might I further suggest that the law allow the 
accrual of estimated expense where the company claiming such expense has 
experience on which their claim is based, and further where certain Govern- 
ment entities or regulatory bodies require that they accrue as current expense 
a reserve covering estimated expenses. I specifically call your attention to the 
Civil Aeronautics Board which requires and allows certificated airlines to accrue 
estimated overhaul and repair accounts based on experience for each hour of 
aircraft operation. 

I am sure that you are aware of the difficulty in keeping accounts reconciled 
and of the complications involved where under certain provisions of one Govern- 
ment law the taxpayer is required to meet certain regulations and under another 
department is prohibited from keeping his books on a similar or parallel manner. 

I fully understand the intent of the proposal to repeal the two sections re- 
ferred to above, but it is my sincere belief that in the cases cited, certain in- 
equities would occur. I invite any questions that you might have with regard 
to further discussion on the above. 

Respectfully, 
GerorceE R. Jones. 


NATIONAL Socrety oF Purric ACCOUNTANTS, 
Washington, D. C., March 15, 1955. 
Hon. Jere Cooper, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Str: Last night I received a telegram from Mr. William M. Wood, who 
is the chairman of our society’s committee on national affairs, which includes the 
subject of taxation. 

The telegram said as follows: “See Wall Street Journal, March 14, page 4. 
Should we request permission to appear?” 

The west coast edition of the Wall Street Journal carries the story in which 
Mr. Wood refers on page 9 as a continuation of page 1 and I am attaching a 
copy of the substance of that portion which appeared on page 9 of the Wall 
Street Journal. 

I made a call to Mr. Wood this morning and the subject was “should a repre- 
sentative of the National Society of Public Accountants request permission to 
appear and testify in behalf of the organization?” 

I bring to your attention the following sentence in the story to which I have 
previously referred. “Mr. Reed and Mr. Mills suggested that perhaps the com- 








PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 247 


mittee should hear some of these protests and Chairman Cooper agreed. He 
later announced that persons wishing to be heard should communicate with 
the committee by tomorrow” and it says further down in the same paragraph 
“these witnesses will be heard Thursday and Friday Mr. Cooper said.” 

It should be quite evident that neither this society nor any other society who 
had had no previous notice could intelligently make a presentation before your 
committee nor would we have sufficient time to hold any group meetings so that 
either a principle or a policy could be enunciated. We feel it is somewhat regret- 
table that the only notice which the National Society received was through the 
medium of the article which appeared in the Wall Street Journal. 

We have no intention of sending a representative to appear before the com- 
mittee. We do not wish to state what our position might be in this particular 
situation. This letter is merely intended to inform you as chairman of the com- 
mittee, that we protest the lack of information and the lack of notice because the 
subject matter is of vital interest to all taxpayers, many of whom are represented 
by the membership of the National Society of Public Accountants. 

I would like to officially request that this letter be made a part of the com- 
mittee records relative to these hearings and that the clerk of the committee be 
informed that in the future our executive offices in Washington would like to 
be notified in sufficient time so that we may be in a position to send a repre- 
sentative and voice our opinion in the public interest. 

Very truly yours, 
Jay A. Rosrnson, President. 


Tax “LoopHOLes”: Concress PLANs To Kitt Bie Savrnes: Bustness Ire Rises 


Quoted from west coast edition of the Wall Street Journal, March 11: 

“How did the estimated-expense provision get into the law in the first place? 
Lots of people in Washington would like to know. The Treasury blames the 
American Institute of Accountants, the staff of the Joint Congressional Com- 
mittee on Taxation blames the Treasury, and the AIA says it’s warned both 
the Treasury and the committee staff. 

“The institute initially recommended adoption of the estimated-expenses sec- 
tion. But after the bill had been passed by the House, the AIA urged an ameud- 
ment to give the Treasury discretion as to what deductions would be allowed. 
The Institute also suggested that the change be put into effect gradually over 
a 3-year period to limit the revenue loss in any 1 year. 

“The ‘discretion’ language was inserted but Mr. Humphrey claimed last week 
that it was put in the wrong place. It gave the Secretary discretion only as to 
how large the reserves could be—not as to what items could be covered. Nothing 
was done to spread the revenue loss. 

“The serious underestimate of the potential revenue loss is partly explained 
by the fact many more taxpayers plan to use the provision than the Treasury 
expected. This is a ‘mushrooming’ situation, Secretary Humphrey explained, 
where one taxpayer thinks of a deduction and this suggests another deduction 
to another taxpayer and so on.” 


House HEARINGS 
(By a Wall Street Journal staff reporter) 


WaASHINGTON.—The House ways and Means Committee this week will hear 
businessmen, lawyers and accountants protest the proposed retroactive repeal 
of two “bookkeeping” sections of last year’s tax law. 

One section permits businessmen on an accrual basis to deduct from 1954 
income reserve funds set up to meet certain future expenses. The other would 
permit a taxpayer who is paid in a lump sum for services to be performed over 
several years to defer tax on part of the money until the year the service is 
actually performed. 

Treasury Secretary Humphrey last week appeared before the Ways and Means 
Committee to urge retroactive repeal of these two sections, declaring they were 
resulting in a far greater tax saving for business than the Treasury or Congress 
had ever visualized. 

During Friday’s hearings, however, Representative Reed (Republican, New 
York) and Representative Mills (Democrat, Arkansas) noted they had been 
getting many protests against the proposed retroactive repeal from tax prac- 
titioners and from businessmen. Mr. Reed and Mr. Mills suggested that perhaps 
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the committee should hear some of these protests, and Chairman Cooper (Demo- 
crat, Tennessee) agreed. 

He later announced that persons wishing to be heard should communicate with 
the committee by tomorrow. To hold the hearings short, he added, all testimony 
must be confined to these two provisions and interested persons should “designate 
one spokesman for their industry, association or organization to represent the 
entire group.” These witnesses will be heard Thursday and Friday, Mr. Cooper 
added. 

Treasury officials and members of the committee agreed that if the two provi- 
sions are repealed, there should be no interest or penalties assessed against any 
taxpayers who will have underpaid their taxes in reliance on these two provisions. 

Mr. Williams also promised that if the repeal bill goes through, the Treasury 
will “restudy” the entire question of permitting reserve fund deductions for fu- 
ture vacation pay. The Treasury has announced a very restrictive ruling on this 
point, to take effect June 30. 


PITTSBURGH, PA., March 17, 1955. 
Hon. JERE COOPER. 
Chairman, House Ways and Means Committee, 
New House Office Building, Washington 25, D.C. 


DEAR CONGRESSMAN: The clientele of my small practice includes, say, 50 cor- 
porate taxpayers, all of whom, in good faith, have, since August 14, 1954, con- 
sidered modifying their financial requirements with a view to tax adjustments 
permitted by section 462 of the 1954 code which H. R. 4725 proposes to repeal, 
retroactively. In only one case were the benefits of the section considered suf- 
ficiently important to warrant making the required election. If retroactively 
repealed, with or without penalties and interest, a material financial hardship 
will be visited on this particular taxpayer. 

If loss of revenue compels the repeal, why was the section so carefully consid- 
ered and enacted (with administration sponsorship) in the first place? Is there 
really a loss of revenue involved, or is it just a temporary shift of deductions 
as between years? Reserves for such expenses cannot accumulate unreasonably, 
just as in the case of reserves for bad debts. Who is to say how much revenue 
will be “lost” without first knowing the attitude of each and every corporate 
taxpayer. 

If Government, including the Congress and the administration, continues such 
tactics of instability and irresponsibility, it may ultimately result in a race of 
taxpayers such as has developed in France—who take pride in evading taxes. 

Although not an attorney, I would urge your committee to first examine the 
constitutionality of H. R. 4725. I would further urge that, as one means of con- 
tinuing taxpayer confidence, the retroactive feature of H. R. 4725 be stricken. 

Respectfully submitted, 
R. K. Conran, 
Certified Public Accountant. 


DEVorE & STUBBINS, 
CERTIFIED PUBLIC ACCOUNTANTS, 
Zanesville, Ohio, March 17, 1955, 
COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D. C. 


GENTLEMEN: We wish respectfully to submit the following comments to the 
Committee on Ways and Means, United States House of Representatives, in con- 
nection with the hearings on repeal, retroactively, of sections 452 and 462, Inter- 
nal Revenue Code of 1954 (H. R. 4725). 

The 82d Congress in adopting sections 452 and 462, IRC, evidently intended to 
bring the tax law in accord with sound accounting principles. From a theoreti- 
eal point of view these sections would, under the accrual basis of accounting, 
permit a taxpayer to recognize revenues and expenses to the fullest extent pos- 
sible in the period to which they relate. 

From a practical standpoint these sections create more problems for taxpayers 
and their accountants and lawyers than they would alleviate. For example, in 
the case of strip mining, the determination of a reserve for backfilling of land 
which must be “estimated with reasonable accuracy” under section 462 is already 
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permitted under the case of Harrold v. Commissioner (192 Fed. (2d) 1002). Fur- 
thermore, the sections would have little effect on a continuing business having a 
similar pattern of activities over the year, except during the year of exercising 
the option and the year of terminating the activity. 

As practitioners, we would hesitate to advise our clients to adopt the options 
offered by these sections. We think the benefits are illusory and the risks in- 
volved in estimating the deferrals are great; hence, we favor repeal. 

Yours very truly, 
J. B. Stussins. 


WALSH, JupGE & SKAU, 
ACCOUNTANTS AND AUDITORS, 
Boston, Mass., March 17, 1955. 
Re H. R. 4725 and H. R. 4726. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
United States Congress, Washington, D. C. 


Dear Stir: Retroactive repeal of sections 452 and 462 of the Internal Revenue 
Code by the above-mentioned bills is unfair to those taxpayers who, acting in 
good faith under those sections, have elected the benefits thereof for 1954 and 
have issued annual reports, filed tax returns, and budgeted accordingly. Non- 
retroactive repeal would distort their taxable income of some ensuing year. 
Repeal of the election likewise seems unfair to those who have not elected, by 
giving an advantage to those who have. 

In view of the foregoing, and because the loss of revenue occasioned by those 
sections is only a 1-year matter, it would seem that no repeal should be made 
at all. 

Yours very truly, 
Rosert 8S. JUDGE. 


RocHEsteR, N. Y., January 18, 1955. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
Washington, D.C. 

Dear Str: As an accountant I would like to express my reaction to H. R. 4725 
and H. R. 4726. 

As a matter of good accounting principles I can see where there are good argu- 
ments against permitting certain double deductions of expense in determining 
taxable income. 

However, the accounting profession has always felt that the 1939 code con- 
tained an outstanding violation of good accounting procedure insofar as accrual 
taxpayers are concerned. I have reference to the requirement under the previous 
code which made it necessary to include prepaid income for the purpose of de- 
termining taxable income. 

Money received in advance payment for services to be rendered in the future 
represents a liability which is discharged by rendering a service. Income does 
not originate until the liability has been discharged. 

Generally, the 1954 revenue act contributed greatly toward creating a common 
meeting ground for tax accounting and the generally accepted principles of 
prescribed accounting. : ' 

It is my hope that a step backward will not be taken in the proposed legislation 
in this respect. 

Very truly yours : 
. J. NEIDES. 


J. S. WILLIAMSON Co., 
Presque Isle, Maine, March 21, 1955. 

Subject: Relative to retroactive repeal of sections 452 and 462 and retroactive 

proposals. 
WaAys AND MEANS COMMITTEE, 

United States Congress, Washington, D. C. 

GENTLEMAN: The passing of a law affecting tax returns already due or filed is 
a sore point with the taxpayer. The small-tax payers resent it even more. rhey 
ere losing faith in our Congress and Government. Several months were taken 
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to resolve the code of 1954. Some improvements can be made, some changes may 
be necessary. 

Due to fiscal years; corporation returns having been due March 15; and, the 
necessity to close books for 1954 to go ahead with 1955 work, many businesses 
have arranged their finances and plans based on the then law. In many cases 
dividends, investments, and capital expenditures have been made based on the 
new code. 

As to reserves for expenses, an actual example, for instance, is a contractor. 
He completes some jobs, and then has to make good, service, and replace ma- 
terials and workmanship for a year, and in accordance with dictates of the in- 
spectors (Government work at two airbases). His income for these jobs was 
received in 1954. The expense for which no more income is forthcoming, is being 
incurred in 1955. But he has paid tax on the income on his 1954 tax return. 
Why should he have to be assessed additional tax and harassed, when he acted 
in good faith and according to law. 

Congress should not be led to the Internal Revenue Bureau’s viewpoint. They 
are not businessmen, and just don’t know what a person in business is up against. 

It is easy for a revenue agent to file a report making an assessment, and easier 
still for a group chief to send it down the line for collection or his superior to 
keep it in process so the taxpayer must then either pay or seek relief in the courts. 
The agent, or his chief is paying nothing out of their own funds, they do not 
have to carry on a commercial business, with the troubles, expense, loss of time 
and worry, in conferences. going to court, ete. The personnel in the Bureau 
zvre paid, have a staff just for that purpose. 

It is so easy for the Bureau to say, a tax law “goes too far,” gives John Doe 
tax relief where he had none before. 

Surely the Bureau is an administrative bureau, not a taxmaking authority. 
And, so often their salaries do not compare with the incomes of the businessman. 
It seems as though this affects their thinking. 

In keeping faith with the people whom Congress represents. and the Bureau 
works for; and our President who has been able to stabilize what came near being 
chaos, let’s determine what honest changes should be made, but make those 
changes effective only for the future. Do not break faith with the people and 
our President. 

A country divided amongst itself cannot stand. A country without prosperity 
faces chaos. The integrity of our Government is at stake in this issue. What 
businessman can say a year or two later “You owe me 12 percent more for that job 
T did last year, I didn’t make enough?” 

Respectively, 


ORVILLE J. L. DALLING. 


KELLY AND WILLISON, 
Pittsburgh 22, Pa., March 22, 1955. 


wee 


WAYS AND MEANS COMMITTEE, 
House of Representatives, 
Washington, D. C. 


GENTLEMEN : Without any attempt to discuss the proper tax treatment of 
deferment of prepaid income and reserves for estimated expenses, I urge you to 
seriously reflect on the implications of retroactively repealing these provisions 
of the Internal Revenue Code of 1954. 

It is my opinion that the Congress has a responsibility to assure each taxpayer 
that the tax laws under which he determines his liability will remain unchanged 
during the period in which they are in effect. If determinations are made in a 
Jater year to bring about changes in taxes for prior years, then the taxpayer 
will never know where he stands. 

As much business planning is influenced by taxes, and properly so, would not 
a retroactive repeal of existing statutes tend to negative decisions made in 
sood faith and dependency on our tax laws? 

The basic consideration here is not the propriety of certain provisions of the 
Internal Revenue Code, but the obligation of the Government to its citizens. 

Yours very truly, 
Rosert B. WILLIson, 
Certified Public Accountant. 
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RANDOLPH, MASS., March 22, 1955. 
CHAIRMAN, House WAYS AND MEANS COMMITTEE, 
Washington, D.C. 


DEar Sir: I am submitting this letter as an interested party for the committee’s 
consideration relative to proposed legislation to repeal sections 452 and 462 under 
H. R. 4725 and H. R. 4726. 

As an accountant, auditor, and currently a controller I am interested in seeing 
the Federal tax law being in accord with good accounting. I was very pleased 
when sections 452 and 462 were included in the 1954 Revenue Act, because their 
inclusion made a great stride in accomplishing this. The firm that 1 represent, 
by using section 462 and accruing certain expenses that were reasonably ascer- 
tainable as pertaining to the business of the year just ended has realized a “tax 
saving” in the vicinity of $5,000. However, this “tax saving” is not a realistic 
figure because, theoretically the Government collected this in the corporation’s 
first year of business or will collect it in their last year of business with, of course, 
adjustments for any increase or decrease in the percentage of taxation. I feel 
that it is unsound to consider a repeal of an act that was created and passed 
with a definite purpose, particularly when that act is accomplishing that pur- 
pose, with the exception of certain transitional problems which may be present 
whenever the step is taken. I think that the proper approach to the matter 
would be to solve the transitional problems now, rather than a full repeal of 
the act. 

Further, I cannot understand why these two bills call for the repeal of these 
sections retroactively to the date of enactment. This will place an additional 
burden on the corporations which have already filed their returns for the past 
year in accordance with these two sections. Then too, it also places an addi- 
tional monetary burden on the Treasury Department in that it will be necessary 
to process amended returns in the event of the passing of these two bills. 

I am against a full-scale repeal of these sections; however, if the bills are 
passed why not make the effective date the actual date of repeal instead of retro- 
active to the original date of enactment? By doing this you relieve business of 
having to file amended returns and government of having to process these re- 
turns. Any double deductions taken in the past year will be offset by zero de- 
ductions in the forthcoming year because the actual expenses will be deranged 
against the reserves established and no reserves for estimated expenses will be 
set up at the end of the current tax year. 

I respectfully request that the committee consider what I had said and if I 
have erred in any way in my interpretations of the law, or if you have any 
questions as to what I have said, I would be very appreciative if you would con- 
tact me directly as I would be only too happy to be further enlightened myself, 


or to further enlighten the committee regarding the thinking behind the conclu- 
sions set forth above. 


Respectfully yours, 
WILLIAM E. Dacry, Jr. 


ST. Louris 1, Mo., March 21, 1955. 
Re H. R. 4725, repeal of sections 452 and 462, Internal Revenue Code 
Hon. JERE E, COOPER, 
Chairman, House Ways and Means Committee, 
Washington, D. C. 


DEAr Sik; Respectfully request that if H. R. 4725 providing for repeal of sec- 
tions 452 and 462 of the Internal Revenue Code, (relating to reserves for esti- 
mated expenses and prepaid income) is enacted, that amendment be made to 
H. R. 4725 and H. R. 4726, providing for extension of filing date of income-tax 
returns of those corporations affected by such repeal: that this extension date 
have the effect of extending the date under which payments for 1954 can be 
made into profit-sharing trusts under section 404 (a) (6) (for profits will 
vary with the passage of your bill). 

In my opinion repeal of sections 452 and 462 is not justified by the journalistie 
denunciation of double deduction which is misleading. Extension of time as 
requested will alleviate to some extent the damage to be done by repeal of 
sections 452 and 462. 

Respectfully yours, 


ANTHONY H. AwWrens, 
Certified Public Accountant 
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Rea, SHaw, GIFFIN & STUART, 
CERTIFIED PUBLIC ACCOUNTANTS, 
Meridian, Miss., March 18, 1955. 
In re H. R. 4725 and H. R. 4726. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D.C. 


GENTLEMEN: This statement is presented on behalf of F. W. Williams State 
Agency, a partnership doing business as an insurance general agent with its 
principal office located in Meridian, Miss. This company desires to present to 
the committee the serious reservations it holds with respect to the proposed 
repeal of section 452 (prepaid income) of the Internal Revenue Code of 1954. 
In presenting a discussion of the application of the prepaid-income provisions 
ef the revenue laws to the reporting of its income this company feels that it 
offers an example typical of many businesses in addition to insurance general 
agencies in respect to the importance of the prepaid income reporting provisions. 

It has been repeatedly stated that the principal objective of section 452 was 
to conform tax accounting with business accounting and generally accepted 
accounting principles. If this statement implies that the principal benefit 
granted by this section is one of clerical convenience in bookkeeping and financial 
reporting, it fails to cover the real significance of the section. Under our system 
of income taxation, based on progressive rates, injustices and discriminations 
occur if other than the real and actual income of a taxable year is subjected 
to taxation. The “claim of right doctrine” with its varying applications made 
in the past to measure income seldom produced a true measure of income, 
whether income be considered from an accounting, economic or other view. The 
first principle of sound and generally accepted accounting principles, the match- 
ing of applicable expenses against income, cannot be ignored under a progressive 
income tax rate system without resulting in an unfair burden of tax being 
placed on some taxpayers. If section 452, with the inequities it has removed, 
is susceptible of unreasonable application or if it is conducive to litigation, 
remedial measures less stringent than repeal seem desirable. 

F. W. Williams State Agency, as a managing general agent, represents insur- 
ance companies in dealing with local agents, which agents in turn deal with the 
insuring public. The income of this partnership consists wholly of commissions 
on and a part of profits derived from insurance policies written by companies 
which it represents in the geographical area which it serves. A substantial 
part of the policies in which the company has an interest are written covering 
periods in excess of 1 year. On policies covering a period in excess of 1 year 
for a number of types of insurance contracts customarily all or the largest part 
of the premium for the entire term of the insurance is collected at the time the 
contract is written. Under the law in effect prior to the adoption of section 452 
commission income was taxable in the year of receipt without consideration 
for the period of time over which it would be earned through the discharge of 
liabilities resulting from the obligation to render certain services in connection 
with the insurance coverage and the liablity to return premiums in the event 
of the cancellation of policies. 

Only a part of the service of the general agency is rendered when an insurance 
policy is written. The servicing of policies after they are written substantially 
exceeds the services rendered on the initial issuance of the policy. 

In addition to reviewing the risk and issuing the insurance policy the agency 
is contractually obligated to render the following services during the term of 
policies in force: 

1. Appoint, remove, and generally supervise local insurance agents issuing 
policies directly to the insured. 

2. Approve or reject and report all endorsements of policies made during their 
term. 

3. Collect all subsequent payments of premiums due. 

4. Assist in the settlement of losses, the making of adjustments, and litigating 
where such litigation is specifically authorized. 

5. Make periodic reports on and changes in local agents issuing policies and 
make any other further reports required by the insuring company. 


6. Inspect physical premises of the insured at intervals during the term of the 
policy. 


— 


7. Call upon the insured upon request to discuss the coverage of policies. 
8. Prepare loss-payment records and other statistical analyses requested by 
the company. 
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9. On certain classes of policies receive and process periodic reports and com- 
pute premium adjustments. 

The income of F. W. Williams State Agency for any given year cannot be 
measured by the insurance commissions received in that year when any sub- 
stantial part of the commissions is received subject to the performance of the 
above enumerated services in subsequent taxable years. Yet, prior to the adop- 
tion of section 452, case law and applicable revenue rulings required that this 
commission income be reported in the year in which it was received without 
consideration for the costs and expenses which must be later incurred in order 
that the income might be retained. 

Over past years of favorable and expanding business conditions this com- 
pany has not been injured by its use of a method of accounting for and reporting 
of income which failed to reflect real income. However, should there occur a 
substantial decrease in business, serious if not disastrous consequences could 
follow. The refunding of commissions from a cancellation of policies and the 
necessity of continuing to render services on policies in force in a year in which 
commission income falls sharply could jeopardize the solvency of this agency. 

The insured, who pays both premium and commission, is required to claim 
a deduction for such premium on a time-lapse basis, and even taxpayers report- 
ing on a cash basis cannot claim the entire premium in one accounting period if 
the term of the insurance extends beyond the end of the taxable year. Insurance 
companies are required to maintain reserves for unearned premiums received 
and the determination of taxable income of the company gives recognition to 
this necessity. Likewise, the income of the intermediary between the insured 
and the insurance company should be allowed to report its income as it is earned, 
that is, on a time-lapse basis. Section 452 is necessary to this proper method of 
reporting. 

You are requested most respectfully to consider whether those businesses 
which reecive income prior to the taxable periods in which it is in fact earned 
are not entitled to follow a method of reporting for income-tax purposes which 
measures the real income for the taxable year. These taxpayers can only deter- 
mine their fair share of the tax burden by a retention of section 452. 

Respectifully submitted. 


BRAD B. BAILEY. 


END, OKtA., March 12, 1955, 
House WAYS AND MEANS COMMITTEE, 


House of Representatives, Washington, D. C. 


GENTLEMEN: In response to the invitation on the enclosed card, I wish to 
request that the prepaid income and reserve for estimated expense sections of 
the 1954 code be left alone. It has taken 40 years to get a code that is reasonably 
congruent with good accounting practice, so why do you wish to immediately 
tear down what you have only recently built. 

Repeal of these provisions would be bad enough, but retroactive repeal would 
be much worse. The cost of reexamination of all returns already filed should 
be considered not only the cost to the government but also the cost to business. 
Not that I sincerely believe you gentlemen to be interested in such trivial matters 
as the well-being of business, but just thought I would mention it. 

Yours truly, 
JACK K. HATFIELD, 
Certified Public Accountant, Attorney at Lav. 


FLASH WARNING—ESTIMATED EXPENSES AND PREPAID INCOME 


Democratic and Republican tax leaders in the House have introduced bills 
for retroactive repeal of the prepaid income and reserve for estimated expense 
sections of the 1954 code. (RAC {’s ’54 F-100 and ’54 F-200.) Since the ad- 
ministration also seeks repeal, chances are that these provisions will probably 
be eliminated. 

If you consider using either of these new tax accounting methods in your 1954 
return, hold off filing until the matter is definitely settled. Corporations can get 
automatic extension beyond March 15 by filing form 7004 ({ L—54c). Individuals 
don’t have to file until April 15. 

Interested parties are invited by the House Ways and Means Committee to 
submit statements by March 24 regarding the proposed repeal. 


FEDERAL TAx COORDINATOR, 
RESEARCH INSTITUTE OF AMERICA. 
MaARkcH 9, 1955. 
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WEEKs, Birp, CANNON, AND APPLEMAN, 
Fort Worth, Tez., March 14, 1955. 
House WAYS AND MEANS COMMITTEE, 
House Office Building, Washington, D. C. 


Dear Sirs: You have before you the recommendation of the Treasury Depart- 
ment to repeal, retroactively, section 462 of the 1954 Internal Revenue Code. 

This is to voice my objections to this proposal for the following reasons: 

It is entirely proper and in accord with good accounting principles for a tax- 
payer to be able to charge against his current income the expenses of earning 
that income, even though they may not be actually expended until later. In this 
manner, the true net income of the taxpayer is shown, and the fair burden of the 
taxes is thereby paid by him. The reasons behind enactment of the law in the 
first place were sound, and the very fact that it appears that a substantial tax 
reduction would result from this provision indicates a need for adjustment. 

Even if the Congress deems it wise to repeal this provision, then certainly, it 
should not be made retroactive, and estimated expenses incurred for 1954 should 
still be allowed. In other words, the repeal, if effective at all, should be for 
taxable years beginning with 1955 and following. 

Very truly yours, 
FRANK B. APPLEMAN. 


Kansas Crry, Mo., March 14, 1955, 
WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D.C. 


GENTLEMEN: In connection with your hearings on the effect of section 462 
of the Internal Revenue Code of 1954, I desire to call your attention to certain 
aspects thereof on which any change would be disastrous to certain types of 
businesses and would be contrary to the intent of Congress in the enactment of 
that section of the code. I refer specifically to premium reserves set up by 
insurance agencies and brokers under self-insurance plans, whereby these reserves 
are set up to provide against anticipated liabilities for self-insured injury and 
damage claims. 

You will recall from the congressional report pertaining to this section that 
this type of reserve was specifically intended to be included by Congress. 

Most of the policies issued under this plan are in effect for more than 1 year 
and the liability for claims extends during the life of the policy. Accordingly, 
there could be no better instance justifying a reserve than this one. 

It is therefore respectfully requested that in considering any changes of that 
section of the code, nothing be done to prejudice this particular type of reserve. 

Very truly yours, 
Epwarp A, SMITH. 


LAW OFFrices, CONLEY & PRIEVE, 
Milwaukee, March 16, 1955. 
Re sections 452 and 462, 1954 Internal Revenue Code. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington 25, D.C. 


Dear Str: L would like to make a suggestion with reference to the above num- 
bered sections and the so-called repealer in H .R. 4725. 

I don’t believe that anyone can dispute that the theory of the present sections 
452 and 462 is correct. The only problem which arises is because of the indefi- 
nite nature of the amount of prepaid income to be taxed in future years, or the 
amount of estimated expenses which will in fact be incurred in subsequent years. 
I would be the first to agree that these two sections might open the way to the 
avoidance of tax, advertently or inadvertently. 

It thus appears to me that the real problem arises from the indefiniteness 
which is inherent in the present two sections. I would like to suggest that the 
theory of the two sections be allowed to remain in the code, but that the applica- 
tion be placed on a definite basis. 

It seems to me that this could be done by adopting the theory of the net oper- 
ating loss carryback and the so-called quickie claims. 

Without attempting to get into the problems which the draftsmen will have, 
the theory of this change would simply be the following. 

The taxpayer would include in its return any and all prepaid income received 
during the year, and would not be allowed any deductions for estimated expenses 
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for that year. With such return, the taxpayer would file an election to have the 
provisions of section 452 or section 462, or both, apply to it for such year and 
subsequent years. The election would relate to only those items of prepaid 
income or estimated expenses clearly specified in the election. 

With each subsequent quarterly payment of income taxes (for any taxable 
year) to the Treasury Department, the taxpayer would submit a statement 
showing the prepaid income received during such quarter, which had been re- 
ported in a prior year but as to which section 452 would be applicable. The 
refund allowed for elimination of such amount from the year in which the pre- 
paid income was received, would be allowed as a credit against that quarterly 
installment of tax then due. 

A similar arrangement would be made with respect to estimated expenses. If 
the taxpayer had no quarterly installment of tax, or if the refund exceeded the 
amount of such quarterly installment, then the taxpayer would file no quarterly 
statement with respect to prepaid income or estimated expenses, until it filed 
its final report for the taxable year to which the prepaid income referred, or in 
which the estimated expenses were in fact incurred, and then it would receive 
a “quickie refund” without interest. 

If the taxpayer did not choose, or failed, to file the quarterly statements or 
the “quickie refund,” on audit the year in which the prepaid income was in- 
eluded, or the year to which the estimated expenses related, would be open 
for refund without regard to any statute of limitations. 

The election statement and the statutory provisions necessary to accomplish 
the foregoing may seem highly involved and technical. However, I am certain 
that its application would be very simple. 

I trust that this letter will be brought to the attention of the committee. 

Very truly yours, 
CHARLES E. PRIEVE. 


Tosin & HUGHEs, 
ATTORNEYS AND COUNSELORS AT LAW, 
St. Louis, Mo., March 15, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington 25, D. C. 


DeaR Mr. Coorer: The Automobile Club of Missouri has for many years kept 
its books on an accrual basis. Income from dues is accounted for in the year in 
which the amount is earned by rendering towing service, accident insurance, 
road maps and information and other services, irrespective of the time when 
the payment is received. 

This accrual method of bookkeeping is approved by section 452 of the Internal 
Revenue Code of 1954. It applies the same principles to automobile clubs and 
others as were applied to the newspaper business in the recent case of Beacon 
Publishing Company v. Commissioner, decided by the United States Court of 
Appeals for the Tenth Circuit on January 3, 1955. 

It is believed that the retention of section 452 in the Internal Revenue Code 
is entirely just and equitable and confirms the basis of taxation approved by the 
Tenth Circuit in the Beacon Publishing Company case. 

We are opposed to an outright repeal of sections 452 and 462 and feel that 
any amendments should preserve sound accounting principles of accrual. 

It would be appreciated if you would include this statement in the record of 
your committee hearing. A copy of this communication has been sent to Hon. 
Frank M. Karsten and Hon. Thomas B. Curtis, Congressmen from Missouri. 

Sincerely yours, 
JOHN C. ToBIN. 


XOLDBERG, Devor, Brussett & SHADUR, 
ATTORNEYS AND COUNSELORS, 
Chicago, March 16, 1955. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, 
New House Office Building, Washington, D. C. 


GENTLEMEN: We have noted your committee’s statement as to the privilege of 
interested parties to submit written statements on H. R. 4725, the proposed 
retroactive repealer of sections 452 and 462 of the Internal Revenue Code of 
1954. Inasmuch as the basic problems presented by the proposed bill involve 
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not questions of law, but more fundamental questions of fairness to Government 
= taxpayer, this statement will not attempt to brief the problem as a matter 
of law. 

Repeal of section 462 would not seem to entail unfair treatment of taxpayers. 
In effect, retroactive repeal would simply make unavailable a double deduction for 
1954 (or, put another way, would prevent the indefinite deferral of income taxes 
on 1 year’s reserves for estimated expenses). The maximum inconvenience to 
the taxpayer would be the revision of book entries, since no taxpayer conduct 
could have been undertaken in reliance on the section. 

Similarly, the retroactive repeal of certain applications of section 452 could 
not be complained of as unfair. We refer, for example, to such items as prepaid 
subscriptions, where section 452 operates to create an indefinite deferral of in- 
come taxes on 1 year’s income from that source. Once again, the section creates 
a windfall for certain taxpayers who continue to conduct their business in pre- 
cisely the same fashion as before, but in doing so, secure an unwarranted tax 
benefit. 

However, retroactive repeal of section 452 would operate with extreme unfair- 
ness in many cases where taxpayers have taken affirmative action in reliance 
on the law. If a taxpayer, for example, entered into a 3-year lease on January 
1, 1955, with a view toward ‘the provisions of section 452 and accordingly pro- 
yiding for payment of the third year’s rent in advance, retroactive repeal of that 
section would penalize the taxpayer by throwing 2 years of taxable income into 
1954 and making 1956 a year with no gross income. Such a result distorts the 
basic purpose of the Internal Revenue Code to reflect true income and to cause, 
insofar as possible, expenses to be charged against the income to which they 
relate, and certainly should not be created by a bill which is intended to remove 
inequities. 

Consequently, we request that your committee, if it determines that section 
452 should be repealed on a retroactive basis, make provision to protect taxpayers 
who have taken action in reliance on the presence of that section in the Internal 
Revenue Code. 

Very truly yours, 
Mitton I. SHADUR. 


Warner, Norcross & Jupp, 
Grand Rapids 2, Mich., March 24, 1955. 
Hon. Jere Cooper, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington 25, D. C. 


Dear Mr. Cooper: The implications of your announcement as chairman of 
the Ways and Means Committee, dated March 11, 1955, that the hearing on 
H. R. 4725 would be limited to 2 days as far as taxpayers are concerned, is 
disturbing. It would appear by this announcement that Congress intends to 
repeal retroactively certain provisions of the 1954 Internal Revenue Code. 

I hold no brief for these particular sections. While the philosophy behind 
them is good, they follow the usual pattern of being so circumscribed that 
their practical effect is largely nullified, just as the attempts of Congress to 
undue the effect of the Church case on estate taxes arising out of reverters, 
have become so complicated that more problems have been raised than solved. 

The disturbing thing to me, however, in that announcement is the tacit 
implication that the rights of the state and the need for the revenue are more 
important than fairness to the citizens. This is a philosophy which is becom- 
ing more and more apparent in Washington. 

To summarize: The two sections proposed to be repealed are sections which, 
for good or ill, were passed by Congress and have been acted upon in good 
faith by a great many taxpayers. The Secretary of the Treasury then makes 
a request for retroactive repeal, and I think it not unfair to say that Congress 
has already made up its mind that it will do what it is asked by the Govern- 
ment without any real attempt to listen to the merits of the issue. Such an 
attitude strikes me as being consonant only with the theory of “the ultimate 
state,” which we purport to decry in other nations. 

An old saying in our country seems to fit the situation pretty well: “Let’s 
give him a fair trial and then hang him.” 

A copy of this letter is being sent to Gerald R. Ford, Jr. 

Very truly yours, 
Pratr W. Dockery. 
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SMITH, BUCHANAN, INGERSOLL, RopewaLD & ECKERT, 
ATTORNEYS AT LAw, 
Pittsburgh, Pa., March 15, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Deak Sire: In accordance with your announcement of March 11, 1955, we 
submit the following statement on the subject of H. R. 4725, based on our pro- 
fessional experience in advising taxpayers on the application of section 462 of 
the 1954 code to their particular situations. 

Section 462, in permitting deduction of reserves for estimated purposes, is 
essentially a sound provision. It not only reduces the number of differences 
between general accounting practice and tax accounting, but, more important, 
it results in a truer reflection of taxable income by permitting income to be 
charged with expenses attributable to it. Any defects should be corrected spe- 
cifically, not by eliminating the entire provision. With that objective, we offer 
the following suggestions as to the major objections that have been raised. 

Section 462 does not involve any double deduction; no item of expense is 
deducted twice. What does occur is a bunching of deductions. In corresponding 
situations, where there is bunching of income to the detriment of taxpayers, 
Congress has provided relief by spreading the income over a number of years. 
We see no reason why the effect of the bunching of deductions during the change- 
over to the reserve method should not be spread over a suitable period, say 8 
years. 

Great emphasis has been given to potential revenue losses, particularly with 
respect to reserves for repairs and maintenance and vacation pay. 

It is not clear that Congress intended to allow a reserve for repairs and 
maintenance. The proposed regulations exclude such a reserve except where 
there is a legal liability to repair or maintain. This distinction unduly favors 
leasing of property over direct ownership of property. It is not clear whether 
under a liability test, a liability to security holders under a mortgage indenture 
would be sufficient to support a reserve for repairs. In our experience, it is 
much more difficult to establish the proper amount of a reserve for repairs and 
maintenance attributable to the current year’s operations than for any of the 
types of reservable expense mentioned in the committee reports. In view of 
all the circumstances, we think that the statute should specifically exclude re- 
serves for repairs and maintenance, irrespective of legal liability. 

Vacation pay is not really an important factor under section 462. Under gen- 
eral accrual principles, taxpayers under both the 1939 and the 1954 codes are 
permitted and required to accrue actual liability for vacation pay. Under earlier 
rulings, accrual was permitted where there was general liability, even though 
the liability to a particular employee was uncertain; under the latest ruling, an 
accrual is permitted only to the extent that there is definite liability to each em- 
ployee. Many taxpayers have in earlier years already modified their employ- 
ment contracts so as to provide for such as accruable liability, so that section 
462 does not affect them. If section 462 is repealed, it is to be expected that 
most other taxpayers will modify their labor agreements so as to meet the 
accrual requirements. In assessing the impact of section 462 on the revenue, 
reserves for vacation pay should therefore be left out of account. 

If reserves for repairs and maintenance are eliminated and reserves for vaca- 
tion pay are left out of account, our inquiries indicate that the revenue effects 
involved under section 462 are very substantially reduced. 

If section 462 is to be amended, we think that there are two points that should 
be dealt with, in order to minimize controversy. The bookkeeping requirements 
of the proposed regulations have produced a great deal of objection. It seems 
entirely proper to require the taxpayer to record on its books every reserve 
claimed for tax purposes. However, since the books of many taxpayers were 
closed before this requirement appeared in the proposed regulations, the tax- 
payer should be permitted to conform to this requirement at any time before 
filing the first return in which the reserve is claimed. 

The statute and proposed regulations require the taxpayer to use the reserve 
method for all eligible expenses. In our experience, taxpayers often have rela- 
tively small classes of expense which technically qualify for a reserve, but 
which under good accounting practice may be ignored as not significant. To re- 
quire reserves to be set up and deducted on such items involves considerable 
trouble and expense to both taxpayers and Government, with no gain to the rev- 
enue. It also leads to controversy as to the sufficiency of the election. We there- 
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fore recommend that taxpayers have an election as to each reserve, just as under 
section 167 taxpayers can elect depreciation methods separately as to each item 
or class of property. 

A retroactive repeal of section 462 would have harmful effects far outweighing 
the alleged loss of revenue over the original estimate. The general purposes of 
the 1954 code changes were to remove inequities, to end harassment of the tax- 
payer and to reduce tax barriers to future expansion of production and employ- 
ment. The committee reports emphasized the importance of these long-range 
effects over particular short-run situations (H. R. Rept. No. 1337, p. 1; S. Rept. 
No. 1662, p. 1). If each of the changes made in the 1954 code is to be examined 
retroactively and put to the risk of repeal because its effect on the revenue was 
not properly estimated, much of the beneficial effect of the 1954 code aimed for 
by Congress will be lost. If section 462 is repealed, the business community can- 
not safely rely on any other favorable change made by the 1954 code. 

For many taxpayers, a retroactive repeal of section 462 would work a grave 
injustice. In direct reliance on section 462, they have modified their business 
practices so as to create definite contractual liabilities, sometimes in large 
amounts, in order to meet the requirements of the section and the proposed regu- 
lations. They have set up reserves reducing their published income for 1954, 
have computed their Federal income-tax liability accordingly, and have deter- 
mined dividend policy in the light of the result. To repeal section 462 outright, 
rather than to cure its defects by amendment, is the sort of Rarnacmnent of tax- 
payers which the 1954 code promised to end. 

Respectfully submitted. 

PauL G. RopEWALD. 


MEMORANDUM FOR THE WAYS AND MEANS COMMITTEE ON H. R. 4725, Supmrrrep 
BY Brapy O. BRYSON, OF THE FIRM OF MorGAN, LEwis & Bockivus, PHILADEL- 
PHIA, Pa. 


This memorandum is submitted by the undersigned attorneys in opposition 
to H. R. 4725, under which sections 452 and 462 of the Internal Revenue Code 
of 1954, prescribing the tax treatment of prepaid income and estimated expenses, 
would be retroactively repealed. 


BASIS FOR OPPOSITION 


It is recognized that the enactment of sections 452 and 462 has created a fiscal 
problem which requires attention. The proposal contained in H. R. 4725, 
however, is an unnecessarily harsh remedy. Retroactive repeal is the kind of 
“shotgun” remedy which is foreign to our legal tradition and which should be 
resorted to only if a more reasonable and moderate solution cannot be found— 
and we think it can. 

In general it is admitted that sections 452 and 462 are sound in basic concept. 
The criticisms which have been voiced are of two kinds: (1) That these pro- 
visions reduce the revenues more than had been expected; and (2) that they 
are so broad and uncertain in language as to promise extensive litigation and 
possibly unduly sweeping application. 

Neither of these weaknesses is incurable. Accordingly, there is no justifica- 
tion for scrapping the progress which was made toward a better tax system in 
bringing normal accounting procedures and the determination of taxable income 
closer together in the manner originally intended by sections 452 and 462. This 
purpose has not, to our knowledge, been criticized nor do we think it can be. 

Not only should this progress be preserved, but it should in no event be aban- 
doned through retroactive repeal. While such a repeal would probably survive 
a constitutional test, no lawyer could be entirely sure of it. Apart from con- 
stitutionality, the policy of retroactive repeal is fundamentally wrong in this 
as in most other cases. 

Transactions have been planned and carried out, books have been closed, 
tax returns have been filed, earnings have been audited and certified, annual 
reports have been made to stockholders, and stocks and securities have been 
bought and sold—in thousands and thousands of cases all over the country— 
upon the basis of tax liabilities computed, and financial provision made there- 
for, in light of sections 452 and 462. It would be impossible to unscramble these 
transactions at the present time. 
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It might be possible, with difficulty, to revise by statute the tax collection sys- 
tem in order to make provision for new tax returns, for elimination of penalty 
and interest charges, and for other complications which retroactive repeal would 
necessarily engender. This would not, however, wipe out the fact that the 
repealer would in a very substantial measure bring about an exact opposite of 
the original objectives of sections 452 and 462—that is, it would create a wide 
divergence between 1954 income already reported to stockholders and 1954 
income as finally determined for tax purposes. Neither would it be possible to 
undo purchases and sales based on tax liabilities inadequately provided for be- 
cause of subsequent repeal. 

It is strongly urged that every effort be exerted to find a reasonable and satis- 
factory solution to this problem short of complete and retroactive repeal. 


RECOMMENDED APPROACH 


It would be an easy matter to avoid the procedural difficulties inherent in 
retroactive repeal by simply leaving tax returns for taxable years already closed 
(e. g., 1954) undisturbed on account of the utilization of sections 452 and 462 as 
originally enacted; but providing that the income deferred under section 452 
and the reserves deducted under section 462 should be restored to income in 
the current year (1955). This would reestablish prior law for the 2 years taken 
together, without having to provide for amended returns, elimination of defi- 
ciency interest, and other procedural steps that an outright repeal would require. 

Having thus brought the status quo ante back into being, it would be highly 
important in the same bill to enact new sections 452 and 462, built along proper 
lines, to be applicable to 1955 and later years. Otherwise the substance of a 
retroactive repeal would remain; whereas the enactment of such new pro- 
visions would produce virtually the same effect as if the provisions had been 
properly written in the first instance, without having to disturb 1954 returns. 
Only the benefits derived in 1954 which resulted from the improper application 
of the provisions would thus be surrendered in 1955, a result which no one 
should object to. . 

If it were objected that, despite operating loss carrybacks and carryovers, the 
tax impact might in some cases be arbitrarily affected by the restoration of 
income to 1955 rather than to 1954, it could at least be made a matter of choice 
with the taxpayer as to the year in which the correction should be made. 
In the great mass of cases it may be safely assumed that the complexities of 
revising the closed year 1954 would be voluntarily avoided. 

So far as the impact on the Federal revenues is concerned, the effect would 
be simply to transfer revenue from the current fiscal year to the following fiscal 
year, which ends June 30, 1956. A balanced budget seems impossible in any event 
for the current fiscal year. Perhaps the transfer of revenue to the next year 
would aid in achievement of that goal in fiscal 1956. 


NATURE OF THE NEW PROVISIONS 


The Internal Revenue Service has over the last 6 or 7 months received 
many, many inquiries as to the application of sections 452 and 462 in specific 
situations. It has also prepared and published tentative regulations, and re- 
ceived many comments and suggestions thereon. It seems necessarily true, there- 
fore, that substantially all the basic kinds of difficulty with the provisions have 
been or presently can be identified. On this assumption, any reasonably ex- 
perienced tax lawyer would be unsatisfied with a suggestion that it would be 
impossible to draft statutory language adequate to protect the revenues and 
still carry out in fair measure the admittedly useful and desirable purposes of 
sections 452 and 462. 

The job would simply be to introduce a healthy measure of certainty and 
specificity into otherwise broad provisions. This could be done in a number 
of ways. The Secretary could be given greater discretion to curtail the ap- 
plication of the sections to defined areas, as well as to reasonable amounts. 
Specific types of income and expense could be expressly included or excluded 
in the statutory language. The election of the methods of accounting contem- 
plated by sections 452 and 462 could be made subject to the Secretary’s ap- 
proval, as in the case of other changes in accounting methods. In short, reason- 
able control over the use of these provisions is certainly attainable if there 
is a will to set up proper machinery to exert such control. 
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Finally, so far as revenue impact in the year of transition—the double-up 
year—is concerned, this would be of considerably lesser consequence if the pro- 
visions were properly limited in their application. We appreciate that it would 
be possible to spread the revenue loss in the new transition year (1955) over a 
period of several years if some mitigation of the revenue impact were deemed 
necessary. This could be done by staggering the allowance of the initial expense 
reserves, for example, over a 3-year period. It would be our judgment, how- 
ever, that whatever initial revenue loss inheres in property limited provisions of 
this character should be accepted as the necessary and justified cost of im- 
proving the tax system to this extent. The cost of properly limited provisions 
would not be so great as to make its amortization over a relatively short period, 
such as 3 or 5 years, of material advantage to the Treasury; and such amor- 
tization would not, except for some possible savings in interest on an equal 
amount of borrowings for the short period involved, in any. way reduce such 
cost. 

Respectfully submitted. 

Brapy O. Bryson. 


BAKER, HOSTETLER & PATTERSON, 
Cleveland, March 18, 1955. 
In re sections 452 and 462, Internal Revenue Code of 1954. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 


Dear Mk. Cooper: This letter is written pursuant to the announced invita- 
tion of the committee for comments on the above sections of the law to be 
considered by the committee in the course of its present or future considera- 
tion of these provisions. 

The Secretary of the Treasury, in recommending the repeal of these pro- 
visions, has based his recommendation primarily on the belief that the use 
of these provisions by taxpayers will result in a revenue loss greater than 
that contemplated at the time they were proposed. 

There seems to be no basic difference of opinion regarding the desirability 
of the objective of conforming tax accounting with generally accepted account- 
ing principles. At any time that legislation authorizes such conformity there 
will be an increase in the deductions allowable, because the principal effect 
of the interpretation of the prior law was to postpone deductions for tax 
purposes with respect to items that would be shown as current charges or 
expenses under generally accepted accounting principles. 

Therefore, the principal question appears to be how to reverse the prior 
practice or interpretation of the law without an immediate and serious loss 
of revenue resulting from the increased deductions in the year of changeover. 
This is not actually a new problem but one which the Revenue Service faced 
on many occasions and which it worked out with taxpayers on the basis of 
administrative agreement. Under section 39.41-2 of Regulations 118 (appli- 
cable under the 1989 code) permission to change the taxpayer’s method of 
accounting was granted by the Commissioner’s office, upon a timely application 
to the Commissioner and agreement to terms and conditions prescribed by 
the Commissioner’s office. The practice developed that where the change of 
accounting method would result in a reduction of tax solely by reason of the 
change, a “terms letter’ would be sent by the Commissioner’s office to the 
taxpayer in which the change in accounting method would be approved, 
subject, however, to the taxpayer agreeing to terms which would spread the 
tax benefit over a number of succeeding years. For example, if a taxpayer 
desired to change from the cash method of a accounting to the accrual method, 
the additional deductions for accrued expenses in the year of change might, 
by conditions in the letter, be required to be prorated over a period of 10 
years, unless the taxpayer sooner liquidated. 

The Congress might mitigate the immediate impact of bringing tax account- 
ing in line with generally accepted accounting principles by the enactment 
of legislation requiring the amount of the additional deductions for the year 
of change to be prorated over a period of future years. While this method 
would provide some additional complication, it is not believed that the com- 
plication would be any serious obstacle and, as a practical matter, it has the 
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advantage of having been tested and applied in the past practices of the 
Revenue Service. 

Another method of accomplishing the same general objective would be to 
determine the amount of reduction in tax resulting from the first application 
of section 452 or section 462 and spread such reduction in tax (through a 
prorated tax credit) over subsequent years. Either of the above methods 
would preserve the desired objectives of the 1954 legislation without serious 
revenue consequences. In fact, spreading the deduction or tax savings might 
also serve as a deterrent to abuses in claiming the benefits of section 452 or 
section 462. The suggested approach might therefore best serve the interests 
of those legitimately seeking to report taxable income on sound accounting 
principles and the interests of the Congress and the Treasury in preserving 
the revenue. 

Very truly yours, 
NorMAn A. SUGARMAN. 


STROMBERG-CARLSON Co., 
Rochester, N. Y., March 17, 1955. 
Hon. JERE Cooper, 
House Office Building, Washington, D. C. 

DEAR Mr. Cooper: We understand that legislation has been introduced to re- 
peal retroactively sections 452 and 462 of the 1954 Internal Revenue Code be- 
cause of the adverse effect they would have on the Federal tax revenues the first 
year. Section 452 permits the deferment of prepaid income and section 462 per- 
mits the deduction of reserves for estimated expenses. 

From the standpoint of industry, we believe the principles of sections 452 and 
462 are completely sound and should constitute a part of the revenue laws at as 
early a date as the revenues will permit. 

If the Congress should decide that the impairment of the tax revenues in a 
single year would be too serious to permit the sections to stand as enacted, we 
urge that an alternative be provided which would permit taxpayers to reach the 
desired objective over a transition period of 3 years. 

In this connection, it may be of interest to note that the principles of sections 
452 and 462 are not new as they have long been recognized in the treatment of 
reserves for bad debts. 

We also feel that if sections 452 and 462 are repealed or amended on a retro- 
active basis, adequate provision should be made to protect taxpayers from 
penalties and interest that might be assessed for deficiencies resulting from the 
retroactive feature of the new legislation. 

Sincerely yours, 
GorbDon G. Hort, Executive Vice President. 





ZENITH Rapio Corp., 
Chicago, IUl., March 16, 1955. 
Hon. JERE COOPER, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington 25, D. C. 

DeEArR Sir: It is the consensus of business management generally, and of ac- 
countants in particular, that the enactment of section 452 (prepaid income) 
and section 462 (reserves for estimated expenses) of the Internal Revenue Code 
of 1954 constituted an extremely important and long-overdue step toward the 
elimination of the arbitrary distinction existing between sound business account- 
ing and tax accounting. Your attention is invited to the fact that the operation 
of these provisions of the statute will result in no loss of revenue to the Govern- 
ment, not only a deferment which, under the estimated tax provisions applicable 
to corporations for 1955 and later years, would apply to only 50 percent of the 
annual estimated tax by 1959. Your attention is further invited to the fact 
that section 462 contains adequate safeguards against abuse in that the addi- 
tions to the reserves must be “attributable to the income of the taxable 
year * * *” and must be capable of estimation with reasonable accuracy. More- 
over, the operation of these sections will result in substantial benefit to the Gov- 
ernment by the elimination of the loss of revenue resulting from the deduction 
of the accounting expense incurred for the purpose of reconciling book and tax- 
able income. 

Accordingly, we are greatly distrubed by the fact that the Congress is cur- 
rently considering, in H. R. 4725 and H. R. 4726, the retroactive repeal of sec- 
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tions 452 and 462. We vigorously urge the defeat of these bills for the foregoing 
reasons and for the further reason that we consider any retroactive repeal of 
these sections would constitute a breach of faith with taxpayers who have 
entered into commitments in reliance upon these provisions. 

Very truly yours, 


Sam Kaptan, Vice President and Treasurer. 


House or REPRESENTATIVES, 


Washington, D. C., March 10, 1955. 
Hon. Jere Cooper, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Dear Mr. CHAIRMAN: For your consideration I am forwarding a telegram 
received from Mr. George T. Sotel, treasurer, Sonotone Corp., Elmsford, N. Y., 
opposing the repeal of sections 452 and 462 of the Internal Revenue Code. 

While Elmsfard is a part of the 27th rather than the 26th Congressional Dis- 
trict of New York, it is possible and probable that some of the employees of the 
Sonotone Corp. are residents in the 26th and I understand Representative Gwinn 
of the 27th has received a telegram from Mr. Sotel similar to this one. 

Very sincerely yours, 
Rate A. GAMBLE. 


ELMsrorp, N. Y., March 10, 1955. 
Hon. RateH A. GAMBLE, 


House of Representatives, 
Washington, D. C.: 


We understand that action is being taken to repeal retroactively sections 452 
and 462 of the 1954 Internal Revenue Code. We suggest you communicate with 
either Mr. Jere Cooper, chairman of the Ways and Means Committee or Senator 
Byrd, chairman of the Senate Finance Committee requesting that no legislative 
action be taken without public hearings on bills introduced or to be introduced, 
eliminating expense reserve deductions and prepaid income. 


GEORGE T. SOTEL, Tré€asurer. 





THE WESTERN UNION TELEGRAPH Co., 


New York, N. Y., March 18, 1955. 
Hon. JERE COoPEr, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


DEAR CONGRESSMAN Cooper: This letter is submitted in accordance with the 
recent announcement in the press whereby the Committee on Ways and Means 
of the House of Representatives invited interested parties to file written state- 
ments regarding the proposed retroactive repeal of section 462 of the Internal 
Revenue Code of 1954. 

It is respectfully requested that the following views and comments be con- 
sidered by the Committee on Ways and Means: 


I. Western Union has materially changed its legal and economic position in 
reliance upon the availability to it in 1954 of section 462 


Section 462 of the Internal Revenue Code of 1954 is effective for all taxable 
years commencing after December 31, 1953, and ending after August 16, 1954. 
In reliance thereon, Western Union has prepared and issued to its stockholders 
and to the investing public at large its annual financial statements based upon 
the express premise that reserves authorized by section 462 were deductible. In 
addition, pursuant to the requirements of the Treasury’s proposed regulations 
(section 1.462-1 (a) (2)), Western Union in its financial statements issued to 
the public at large and filed with the applicable regulatory authority, the Federal 
Communications Commission, has deducted the full amount of its section 462 
reserves for estimated expenses as a charge to current income. 

In reliance upon Western Union’s financial statements for 1954, the directors 
of Western Union, after the close of the calendar year 1954 but prior to any 
suggestion on the part of the Congress that the benefits extended by section 462 
might retroactively be repealed, on February 8, 1955, increased the dividend 
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payable April 15, 1955, on its capital stock from 75 cents to $1. Further, the 
directors have proposed and submitted to stockholders a proposal to split the 
corporation’s stock 4 to 1. 

In addition to the foregoing changes of legal and economic position, Western 
Union has computed its Federal income-tax liability for the calendar year 1954 
on the basis of its section 462 reserves being deductible. Pursuant to law, 
Western Union on March 15, 1955, paid 50 percent of the tax so computed to its 
local director of internal revenue. 

It is thus apparent that Western Union, in recognition of the express terms 
of the Internal Revenue Code, has filed with the Federal Communications Com- 
mission and issued to its stockholders and the general investing public financial 
statements based upon the availability to the company of deductions as author- 
ized by section 462. Further, Western Union’s directors have increased the 
company’s first 1955 dividend, and taken important steps toward effecting a 
stock split. Finally, the company has calculated its 1954 income-tax liability 
upon the basis of section 462 being an integral part of the taxing statute, and 
has paid the statutory percentage of such resulting tax to the Government. 

Much has been made by the opponents of section 462 of the alleged fact that 
its scope is being unduly enlarged by taxpayers. Such cannot be alleged in the 
case of Western Union, all of whose reserves were clearly envisioned, as demon- 
strated by the comunittee reports, as falling within the legitimate scope of section 
462. For example, the only section 462 reserves available to and claimed by 
Western Union are a reserve for vacation pay in the amount of $6,723,000 
and a reserve for self-insured casualty losses in the amount of $100,000. 

It is thus seen that the sole deductions claimed by Western Union under 
section 462 relate to reserves which the Congress had in mind in enacting 462. 
There is no effort here on the part of the taxpayer unduly to extend the terms 
of the statute to cover items not envisioned either by the Treasury or the en- 
acting Congress. It would indeed be anomalous if the taxpayer were to be 
ednied deductions clearly related to the earning of income in the taxable year 
which under principles of good accounting are required to be associated with the 
earning of such income. 


II. Objections to a repeal of section 462, Internal Revenue Code of 1954, retro- 
actively for completed taxable years governed by the 1954 code 


Section 462, Internal Revenue Code of 1954, relating to reserves for estimated 
expenses, became law on August 16, 1954, and is effective for taxable years 
beginning after December 31, 1953, and ending after August 16, 1954 (sec. 7851 
(a) (1), I. R. C. of 1954). Consequently, section 462 was applicable to tax- 
payers who computed income on a calendar-year basis in 1954. The current 
repeal of section 462 retroactively in respect to completed taxable years governed 
by the 1954 code would be objectionable on constitutional as well as equitable 
grounds. 

1. A repeal of section 462, Internal Revenue Code of 1954 retroactively effective 
in respect to completed taxable years governed by the code of 1954 on or after 
the date prescribed for filing income tax returns for such completed taxable 
year would give rise to extensive constitutional litigation, which might well 
result at a later date, in the invalidation of the repeal. 

The Federal income-tax returns of corporations for calendar year 1954 must 
be filed on or before March 15, 1955 (sec. 6072 (b), Internal Revenue Cone of 
1954). Individual returns covering the 12 months’ period ended December 31, 
1954, are due on or before April 15, 1955 (sec. GO72 (a), Internal Revenue Code 
of 1954). The computation of tax for 1954 by such taxpayers is governed by 
the Internal Revenue Code of 1954. In the event that section 462 were repealed 
on or after March 15, 1955, or April 15, 1955, a question would arise as to the 
constitutionality of the legislation in respect to the respective corporate and 
individual taxpayers who were required to file income tax returns on or before 
the respective above-mentioned dates. A repeal of section 462 would result 
in the disallowance of deductions already claimed on returns and allowed 
under prior law, and would constitute the retroactive imposition of Federal 
income taxes. 

The United States Supreme Court has never had the occasion specifically to 
pass upon the question of the constitutionality of a retroactive repeal of a 
previously existing provision of a Federal tax statute enacted after the due 
date of returns for taxable years governed by such provision. Numerous deci- 
sions of the Supreme Court indicate that tax statutes made retroactive for 
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relatively short periods “so as to include profits from transactions consummated 
while the statute was in process of enactment, or within so much of the calendar 
year as preceded the enactment” are consistent with the due-process clause of 
the Constitution. Ths repeal of an existing statute governing a prior taxable 
year at a time subsequent to the close of such year and the due dates of returns, 
however, would be repugnant to the fifth amendment to the United States Con- 
stitution (United States v. Hudson, 299 U. 8S. 498, 500 (1937) ; see also Blodgett v. 
Holden, 75 U. S. 142 (1927) and Heiner v. Donnan, 285 U. S. 312 (1982) ). 

The Congress in the past has recognized the injustice of retroactive taxation 
and has resisted the imposition of such taxes. There are three important 
instances of such forbearance. In the 65th Congress, in 1917, when the cost 
of war required additional revenue, a proposal (H. R. 4280) was made to levy 
an additional tax on 1916 incomes. The Finance Committee of the Senate 
rejected the proposal in the following language: 

“Moreover, it is to be remembered that if we admit the principle of retroactive 
taxation running back 6 months we also assert the right to carry it back for 
1 year or 10 years, or for any length of time. To do this would hold out a 
threat of uncertainty in tax conditions, and almost the greatest foe of business 
productivity and prosperity is uncertainty. For these reasons the committee 
had no doubt as to the wisdom of striking from the bill the retroactive tax on 
incomes. * * *” (S. Rept. No. 103, 65th Congress, Ist sess.). 

An obvious oversight in the Revenue Act of 1942 had enabled public utility 
companies to reduce excess profits taxes by payments of dividends on preferred 
stocks, and certain companies had taken advantage of the oversight. In 1948 
a proposal that the Revenue Act of 1943 should remedy the oversight was 
rejected in the Senate on the grounds of retroactivity (see Congressional Record, 
January 12, 1944, pp. 109 to 111). 

The most recent instance of forbearance by the Congress occurred in 1950. 
Due to the operation of the formula for taxation of life-insurance companies 
contained in the tax law prior to the Revenue Act of 1950, life insurance com- 
panies paid relatively small income taxes from 1947 to 1949, inclusive. In 
October 1949, 2144 months before the end of calendar year 1949, and 5 months 
before the due date for filing 1949 returns, House Joint Resolution 371 was 
introduced to correct the formula and thereby increase taxes for 1947, 1948, 
and 1949. As finally embodied in the Revenue Act of 1950, the revision was 
made applicable only for 1949, the year in which life-insurance companies were 
put on notice that Congress might amend the formula. The following comments 
of the Committee on Finance of the Senate succinctly summarized the legislative 
opposition at that time to retroactive taxation : 

“Your committee does not believe it advisable to apply the formula retroactively 
to the years 1947 and 1948. The returns for those years were filed some time 
ago; the books of the companies have been closed; and in some cases no reserves 
were established to cover the Federal tax liability. Testimony before your 
committee in its hearings on House Joint Resolution 371 disclosed that some 
companies had made commitments in those years relying on the fact that no 
Federal income tax was payable under existing law. Hence, the payment of 
a tax now would impose a hardship upon the policyholders. 

“The committee believes that the constitutionality of a tax imposed at this 
time on 147 and 1948 incomes is at least debatable. It is evident that some 
companies will contest the validity of such a tax and others may be forced to 
do so through action of their policyholders. 

“Even if your committee were of the opinion that a tax levied now on 1947 
and 1948 incomes would be upheld by the Supreme Court, it would still oppose 
retroactive taxation extending over such a long period of time. The imposi- 
tion of a tax on 1947 and 1948 incomes at this late date would be inconsistent 
with fundamental public policy which requires that a taxpayer’s obligation to 
his Government be made definite and certain at the time the tax is due. 

“In attempting to justify the 1947 and 1948 taxes the House report stresses 
the history of the preliminary negotiations between the Treasury Department 
and the representatives of the two associations of life-insurance companies, 
which have been in process ever since the autumn of 1947. However, your com- 
mittee does not regard the existence of these negotiations as putting the insur- 
ance companies on notice that the Congress might adopt retroactive legislation 
extending as far back as 1947 and 1948. In fact, some of the witnesses before 
your committee testified that they had no notice that such retroactive legisla- 
tion was contemplated, even by the Treasury Department, until August 1949. 
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“On the other hand, the life-insurance companies have been on notice that a 
revision of the formula was being considered by the Congress for the year 
1949, at least since October 10, 1949, the date House Joint Resolution 371 was 
introduced. This date is over 24% months before the end of the calendar year 
1949 and 5 months before the due date for filing 1948 returns” (S. Rept. No, 2375, 
Sist Cong. 2d sess., p. 39). 

Taxpayers did not receive notice of possible repeal of section 462, Internal 
Revenue Code 1954, until February 1955, approximately 2 months after the close 
of calendar year 1954. On the basis of the foregoing, it is clear that a current 
retroactive repeal of section 462 of the Internal Revenue Code of 1954 would 
produce lengthy constitutional litigation which would in all probability result 
in the invalidation of the repeal, and consequently a failure to accomplish the 
purposes now desired by its proponents. 

2. The retroactive repeal of section 462 of the Internal Revenue Code of 1954 
would be grossly unfair to taxpayers who, relying upon the provisions of the 
code of 1954, including section 462, have already determined their income after 
Federal income taxes, and made business or personal commitments on the basis 
thereof. 

It would be superfluous here to enumerate the various ways in which tax- 
payers have relied upon the provisions of the 1954 code, including section 462 
thereof. Numerous taxpayers have made business or personal commitments 
based upon their net income after Federal taxes computed under the 1954 code. 
Reports to the shareholders and creditors have been issued on the basis of the 
tax law enacted in August of 1954. Similarly, dividends have been paid in 
reliance upon the 1954 tax statute. It is beyond doubt that gross inequity and 
commercial instability would result from retroactive repeal of section 462. 

Inequity similar to that which would result from the retroactive repeal of 
section 462 has been recognized in the past by the Congress as a basis for re- 
jecting such legislation. As noted above, in 1917 the 65th Congress refused to 
levy an additional tax on 1916 incomes. The report of the Senate Finance 
Committee in this regard stated as follows: 

“This tax seemed to the committee to be in principle both morally and 
economically unsound and to deserve exclusion as retroactive legislation. The 
incomes of the past calendar year have paid their taxes, and the balance has 
either been spent upon subsistence and the expenses of living or it has been 
saved and added to capital, in which form it will yield returns which will bear 
taxes in the ensuing years. To tax this tax-paid income again is not only 
double taxation of a peculiarly obnoxious kind, but would possibly compel the 
taxpayer to impair his capital by paying this second tax and thus diminish the 
Government’s sources of taxation. This tax, if persisted in, would fall upon 
money already distributed and would interfere with contracts already made. 
It would, in a word, be one of those disturbing taxes which would alarm busi- 
ness and check industrial productivity, to which we must look as our chief source 
of taxation. It is very poor economy to take money in a way which will cause 
losses far outweighing the monetary gain.” 


III. Recommendation: Section 462, IRC of 1954, should be retained for calendar 
year 1954 and for initial fiscal years beginning after December 31, 1953, and 
ending after August 16, 1954. Section 462 should be amended to provide 
that for later taxable years reserves will be allowed only for specific items 
of expense, principally those enumerated in the report of the Committee on 
Ways and Means accompanying H. R. 8300 


In light of the strong constitutional and equitable objections to the retroactive 
repeal of section 462, it is respectfully recommended that the section be retained 
in its present form for calendar year 1954 and for initial fiscal years beginning 
after December 31, 1953, and ending after August 16, 1954. 

The proponents of repeal of section 462 do not challenge the desirability of 
preserving similarity between tax and financial accounting methods. The prin- 
cipal objection to section 462 in the form passed in 1954 is that the provision is 
too broad in scope, and, consequently, permits the deduction of additions to 
reserves for estimated expenses that were not within the original legislative 
intent. The section should be amended for 1955 and later years by limiting its 
applicability to specific items. In main, reserves should be allowed for those 
expenses enumerated in the report of the Committee on Ways and Means ac- 
companying H. R. 8300, such as returns and allowances, freight allowances, 
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quantity discounts, vacation pay, and liabilities for self-insured injury and dam- 
age claims (H. Rept. 1337, 83d Cong., 2d sess., pp. A162-A163). 
If the committee should so desire, the undersigned will be very glad to expand 
on these recommendations either orally or in writing. 
Respectfully submitted. 
Rosert BARNETT, 
Tae Attorney. 





CONGRESS OF THE UNITED STATES, 
HOvUSE oF REPRESENTATIVES, 
Washington, D. C., March 15, 1955. 
Hon. JERE CooPER, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear COLLEAGUE: I am quoting below a wire I have received from Mr. J. C. 
Salmon, Radio Frequency Labs, Inc., Powerville Road, Rockaway Valley, Boon- 
ton, N. J., as follows: 

“We understand that active steps are being taken by influential officials in the 
Government and in the Republican and Democratic Parties to repeal retroactively 
sections 452 and 462 of the 1954 Internal Revenue Code. We urge that you 
communicate with the chairman of the Ways and Means Committee and request 
that no legislative action be taken without public hearings on bills introduced to 
eliminate expense reserve deductions and deferment of prepaid income.” 

Since I should like to be of all service possible to Mr. Salmon, I should very 
much appreciate receiving your comments on his telegram. 

With best regards, I remain, 

Sincerely yours, 
PETER FRELINGHUYSEN, Jr., 
Member of Congress. 





STATEMENT OF Mort FARR, CHAIRMAN OF THE BOARD, NATIONAL APPTIANCE AND 
Rapto-TV DEALERS ASSOCIATION SUPPORTING RETENTION OF SECTIONS 452 AND 
462 oF THE INTERNAL REVENUE CODE OF 1954 


My name is Mort Farr. I ama retailer from Upper Darby, Pa., and have been 
in the retail appliance business for about 35 years. I am chairman of the 
board of National Appliance and Radio-TV Dealers Association, which repre- 
sents over 100,000 dealers who are employers of several hundred thousand 
salessmen and servicemen. 

We of NARDA think it clear that sections 452 and 462 of the Internal Revenue 
Code should not be repealed. They are the law, and we have relied on them. 
They represent a very significant development in our tax laws, and go far 
toward recognizing economic and financial realities that have been ignored by 
the tax laws’for decades. I know that others, who know more about it than I, 
will have much to say on section 462. I will not try to go over the ground they 
will have covered. I will confine myself to section 452, which, although it 
affects only a relatively few !ines of business, is very important to ours. 

Section 452 of the Internal Revenue Code is of vital importance to us. Without 
that section, we are at risk of being forced to pay tax on amounts we get for 
service contracts, even though we have a fixed obligation to incur costs to fulfill 
those contracts. Without section 452, we believe that the Internal Revenue 
Service will continue to try to tax as income that which is not income at all and, 
in some cases, May even result in a loss. 

Many of our members service television sets and other appliances. Many of 
them are small businesses, recently started, and they have all the pains common 
to such businesses, plus those of coping with a complex technology not fully 
appreciated by customers. Even before the suggestion of repeal of section 452, 
quite a few found it hard to keep sane and solvent. If section 452 is repealed, 
some will find that impossible. 

Our business is seasonal. Television sales are best around Christmas, and 
about half the year’s business is done in the last quarter of the year. 

Television servicing contracts are often sold with the initial purchases of sets. 
A good deal of the servicing business is done under contracts guaranteeing parts 
and service for a year, in return for a fixed price. If the money is paid in ad- 
vance, it really is like a trust. We must have the means to render the service 
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and provide the parts, as we have contracted to do. Nobody would think it right 
if the serviceman took the advance payment and spent it on himself if it left 
him without funds required to carry out his contracts. 

But where a contract is sold around Christmas time, the Internal Revenue 
Service wants us to pay tax on the entire amount as if it were income. As a 
matter of fact, the contract may involve a loss. Suppose the set goes bad in 
January, and costs $60 to fix where the contract price was only $50. That leaves 
a loss of $10 and another 10 months of service to provide on a 1-year contract. 
That is bad enough, but it is a chance we took. What makes it really terrible 
is that the Internal Revenue Service wants to tax the $50 as income—at rates 
which often are more than 50 percent. The result of the whole deal is to impair 
working capital by at least $35. 

The figures and our troubles are going to be a lot bigger with color television. 
Just as in the early days of black-and-white television, people will insist on serv- 
ice contracts with their sets. Instead of $50, the contracts will cost the customer 
from $100 to $150 a year. Even then we will be gambling, because we don’t 
have much experience with color television, and the cost of servicing it is highly 
speculative. Taxing those amounts as if they were income would seriously 
affect the availability of service on color television sets, and would hamper the 
development of the great new color television industry, which will be an important 
new source of jobs for the people and revenue for the Government, as well as 
pleasure and culture for a potentially vast new listening audience. And of 
course, that way of taxing would be bad for our members. 

For most lines of business, the tax law and regulations have long provided 
various methods of correlating income and expenses. Those selling real or 
personal property on installment contracts don’t have to take up even the net 
income in the year of the contract. They can spread the gross margin out over 
the installment payments. Builders and the like have the completed contract 
method, which lets them wait until completion of their contracts, when they 
know what their income is, before paying tax. I didn’t think that our people 
should have to pay tax on what everybody knows is not income. 

Under Treasury rulings and administrative practice, other lines of business 
(most notably publishing), report income in the year in which earned. For 
example, the price of a 3-year subscription to a magazine is not included in 
taxable income of the first year, but is spread over the years for which paid. 

If section 452 is repealed, I see no hope for getting any such sensible result 
for members of our industry. Nor do I see how the sensible results that have 
been allowed to publishers and others can continue. Repeal of section 452 would 
flatly repudiate the rulings and administrative practice. 

Repeal of section 452 would impose a new burden of tax on a variety of af- 
fected businesses. The additional burden may often be literally ruinous, par- 
ticularly since the affected businesses are typically small, have limited capital, 
and do not have access to public markets for the required additional capital. 

Section 452 must stay. 


CHARLOTTE, N. C., March 17, 1955. 
Hon. JERE COOPER, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C.: 

Request that no action be taken on H. R. 4725 proposing repeal of sections 452 
and 462 Internal Revenue Code. These sections provide equality of treatment 
among taxpayers and bring tax accounting into line with good accounting prac- 
tice. Regulations can control unauthorized reserves and eliminate abuses. 
Corporate books have been closed. Stockholders report issued, and now it is 
proposed to change the rules of the game. This is unfair to taxpayers. 

H. J. DOHRMANN, 
Assistant Treasurer Celanese Corporation of America. 








268 PREPAID INCOME AND RESERVES FOR ESTIMATED EXPENSES 


ARCHER MILLs, INC., 
Columbus, Ga., March 14, 1955. 
Hon. Jere Cooper, 
Chairman of the Ways and Means Committee, 
Washington, D. C. 


DEAR Mr. Cooper: It has come to our attention that influential officials in the 
Government and in both parties are thinking about repealing retroactively sec- 
tions 452 and 462 of the 1954 Internal Revenue Code. 

We believe that no legislative action should be taken without public hearings 
and request that you cast your vote for such hearings concerning sections 452 
and 462. 

Yours very truly, 
G. N. Hunter, Jr., Secretary-Controller. 


GREENWOOp, S. C., March 15, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C.: 


Wish to protest proposed repeal Internal Revenue Code section 462 since this 
section brings tax rules into harmony with generally accepted accounting prin- 
ciples thereby relieving taxpayers of necessity of maintaining two sets of 
records. 

F. E. Grier, 
President, Abney Mills. 


Ew1nG-THOMAS CorpP., 
Chester, Pa., March 12, 1955. 
Hon. JERE Cooper, 
House Office Building, Washington, D. C. 

My DrAr Mr. Cooper: I desire to lodge with you a rather firm protest against 
the suggestions made by the Secretary of the Treasury that sections 452 and 
462 in the Internal Revenue Code should be changed. The permission to accrue 
expenses under those two sections constitute a correction of a long-existing in- 
equity and injustice. So far as our company is concerned, those sections merely 
permit us to file our tax reports on the correct basis of true accounting charging 
against 1954 expenses attributable to the business of 1954 and allowing no more. 
If the effect upon the revenue is great, it merely shows that the injustice of 
the past has been very substantial in dollar amounts. If the decline in revenue 
is very large, then the impact of that decline upon the budget might be eased 
by spreading the tax benefit over 2 or even 3 years. 

I trust that you and your associates in the House Ways and Means Committee 
will reach this conclusion. 

Very truly yours, 
JAMES L. RANKIN. 


NEw York, N. Y., March 14, 1955. 
JERE COOPER, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C.: 

Our 1954 records are closed, all reports prepared and released, Federal income 
tax filed and paid; using authorized provisions of section 462 of the revised In- 
ternal Revenue Code. Reversal of section 462 at this point would reflect much 
discredit on the Federal authorities. 

BATES Faprics, INc., 
J. WARD WOOLLEY, Treasurer. 


WEsT PoInt, GA., March 14, 1955. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C.: 


As a member of the tax committee of American Cotton Manufacturers Insti- 
tute would like to register protest against repeal of sections 452 and 462 of 1954 
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revenue Code. In my opinion the provisions of these sections bring tax rules 
into harmony with generally accepted accounting principles and to repeal them 
would be a backward step. 

T. Scorr AvARy. 





NATIONAL RETAIL Day Goods ASSOCIATION, 
Washington 5, D. C., March 22, 1955, 
Mr. Leo H. Irwin, 
House Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Deak Mr. Irwin: There is enclosed herewith a statement by Mr. E. C. Stephen- 
son in behalf of the National Retail Dry Goods Association which we respect- 
fully request to be made a part of the record in the committee’s consideration 
of changes in the Revenue Act of 1954. 

Sincerely yours, 
JoHN C. HAZEN, 
Vice President—Government. 


STATEMENT BY THE NATIONAL RETAIL Dry GOops ASSOCIATION, NEw York, N. Y. 


This statement is for the purpose of presenting the position of the association 
on House bills H. R. 4725 and H. R. 4726 which propose to repeal, retroactive to 
January 1, 1954, section 452 of Internal Revenue Code of 1954 which covers 
methods for reporting prepaid income earned over both short or indefinite periods 
of time and over a long period of time, and section 462 covering methods for 
reporting reserves for estimated expenses. 

The National Retail Dry Goods Association is a trade association with a mem- 
bership of over 7,000 department and specialty stores operating in all 48 States 
the District of Columbia, Hawaii, and Alaska. These stores employ many thou- 
sands of people and do between 11 and 12 billions in total annual sales. 

Retailing has a particular interest in these measures because of the many and 
varied ramification of its business activities. 

Section 452 of the 1954 Internal Revenue Code corrects a glaring inequity which 
existed in previous tax laws, for the reporting of taxable income. As your com- 
mittee is well aware, previous to the enactment of this section of the code, the 
taxpayer was required to report as taxable income in the year of receipt, and pay 
taxes, on deposits, prepaid rentals, prepaid interest and other forms of prepaid 
income for which the taxpayer would be required to deliver merchandise or 
services at some future time, although the applicable expenses or cost of mer- 
chandise, or provisions for such costs were not allowable until the period in 
which such costs were incurred. 

While section 452 does not give complete relief to the inequities of former tax 
laws, it does materially soften the impact of the tax burden. Its provisions for 
spreading the reporting of such prepaid income gives the taxpayer some consid- 
erable relief without placing an undue drain on the Federal revenue. In fact, 
it is probable—taking all taxpayers into consideration with the different problem 
each has for the deferring of prepaid income—that the impact on the Federal 
revenue will be very slight, while at the same time the effect of the deferring of 
income to the individual taxpayer would be very important. 

Our association believes that this section should remain in the law, that it 
would be a grave injustice for it to be repealed, and recommends that your final 
and considered decision should be to permit it to remain as a part of the Federal 
tax code. 

Section 462, covering reserves for estimated expenses, corrects a condition that 
has been clearly recognized by all business enterprises—and by all practitioners 
in the public accounting field. It brings costs applicable to a given taxable year, 
but incurred in a subsequent taxable year into proper relationship with the 
revenues of the given taxable year. It brings income tax accounting for rev- 
enues and applicable costs into line with sound accounting practices. It repre- 
sents the first recognition that the Treasury has given to this very perplexing 
problem. Members of your committee have publicly admitted that section 462 
properly corrects tax accounting and believe it should remain in the code, accord- 
ing to articles which have appeared in newspapers, but seek its repeal because of 
the impact on the Federal revenue. 

There is no doubt that the impact will be far greater than the estimates made 
by the Treasury at the time section 462 was enacted by Congress. In fact, some 
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of those who appeared before the Ways and Means Committee to discuss section 
462 before the 1954 code was enacted, stated that the impact would be very heavy 
if the effect was to be absorbed in 1 year’s revenue, and recommended that the 
application of the section should be spread over a 3-year period. 

Our association believes it would-be improper and unfair to repeal this very 
important provision of the tax code. Section 462 corrects an inequity that has 
existed for years, with no known way to correct it. Our association realizes also 
that something should be done to soften its effect on the Federal revenue. There- 
fore, we suggest that the right to the deduction for reserves for estimated 
expenses should be spread over a 5-year period as follows: 

For the reserve established at the first year end a deduction of one-fifth would 
be permitted. 

For the reserve established at the second year end, a deduction of two-fifths less 
the first year allowable deduction would be allowed. 

For the reserve established at the end of the third year, a deduction of three- 
fifths less the sum of the allowable deductions for the first 2 years would be 
permitted—and the plan to continue for the fourth and fifth years. After that 
time each subsequent year’s operation would require no further adjustments. 

There might be other provisions written in this section of the code, limiting 
the right to deduct estimated expenses to certain specific items of expense such 
as—reserves for vacations, reserves for warranties and guaranties, and others 
to be determined by conferences between the Representatives of Congress and 
those representing industry groups. 

Our association believes further, that the very proper effect of section 462 
on the taxable income of the taxpayer softens to some very minor degree the very 
severe effect of section 6016 (a), (b), (c), (da), (e), and (f), which requires every 
corporation for each of the years 1955 to 1959, inclusive, to pay 110 percent of its 
income tax obligations with no opportunity to recover the overpayment unless it 
either fails or goes out of business. 

Therefore, our association urges your committee to retain section 462 in the 
tax code, and in order to make this possible, to write some methods of stretch- 
out of its impact into the wording of the section. 





San FRANCISCO BREWING CoRP., 
San Francisco, Calif., March 11, 1955. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Committee, 
Washington, D. C. 


Dear Str: From published testimony of the Secretary of the Treasury and from 
other published releases, we understand that your committee is contemplating 
to rescind section 462 (reserve for estimated expenses) of the Internal Revenue 
Code of 1954. 

With full realization of the need for additional revenues, we cannot help but be 
alarmed at the published recommendation to make this change in the Internal 
Revenue Code retroactive to 1954. 

We, like many other corporations with publicly held stock have in good faith 
filed our Federal income tax return for the year ended December 31, 1954, and 
have reported our earnings after taxes to our stockholders. Our estimated ex- 
penses claimed under section 462 were $64,141.62 and it is true that this is a 
relatively small amount out of taxable earnings of $3,350,057.35. Our net earn- 
ings after taxes, had section 462 not been enacted, would be $6.45 per share 
instead of $6.33 per share as reported. However, we have pointed this out to our 
shareholders, in order to make it possible for them to compare the earnings for 
1954 with comparative figures for prior years. 

Our claim under section 462 was based entirely on vacation payments, that 
accrued to our employees under the terms of their union contracts in 1954. 
This expense will be paid in 1955, based on their employment records during 
various fiscal periods between 1954 and 1955. 

The portion of these expenses attributable to 1954 is as much an expense of 
doing business as the accrual of payroll taxes in the last quarter of 1954, which 
is not being paid until 1955, but which is an expense of 1954 operations and 
recognized as such for all acerual basis taxpayers. 

In the opinion of the writer, generally accepted accounting principles would 
require that such expenses are charged to the income of the year in which they 
accrued, because they were an expense of production of that year and the amount 
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of the liability can be ascertained with reasonable accuracy at any time such as 
December 31. 

In the past many business firms have failed to give recognition on their accounts 
to the accrued liabilities for vacation expenses. The reason was that these 
expenses, like many other fringe benefits have started out as very minor expenses, 
that were not material enough to be reported on the financial statements. How- 
ever, due to the constant improvement of operating methods and markets during 
the last several years, it has become possible to grant employees more and more 
of such benefits and they have now become substantial enough to require their 
recording as liabilities and charges to income at the time financial statements are 
published. 

Your committee is respectfully requested to hold public hearings about this 
subject before any consideration be given to a change of the code and our various 
recognized business organizations as well as the American Institute of Account- 
ants on behalf of the accounting profession we are sure will be in a position to 
explain the situation fully and also to indicate corrections in the code that would 
prevent abuses. 

Respectfully yours, 
F. E. RorrMann, Comptroller. 


URBANA WINE Co., INC., 
Hammondsport, N. Y., March 15, 1955. 
CHAIRMAN, WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 


Dear Str: I am very disturbed by the prospective retroactive repeal of the 
section of last year’s tax law which permitted us to accrue future expenses. 

The object of this letter is not primarily to give you our opinion on this 
repeal, although we strongly feel that this country can be saved from depres- 
sion or high unemployment only through intensive incentive to business. 

I want to point out to you our Own personal problem : 

In December of each year we give a bonus to all employees to help them with 
their holiday expenses. From January to December, in every one of our 
monthly reports we accrue part of this bonus, which is quite substantial. It 
amounted to $12,000 last year (our net after taxes for the last fiscal year 
was $12,351). 

On January 1, 1954, we changed our fiscal year from a calendar year to a 
July 31—August 1 fiscal year. We are consequently accruing our Christmas 
bonus since January. If this accrual is disallowed, it will throw a very heavy 
expense during the first few months on our next fiscal year starting August 
1, 1955. 

The same situation exists relative to our vineyard losses. We grow special 
grapes which vineyardists do not want to raise. The market value of these 
grapes is never high enough to permit us to grow them at a profit, but they are 
vital to us. In some years the vineyard loss sometimes amounts to $25,000. 
We consequently accrue the prospective loss from January until November. 
The exact loss is generally ascertained in December. 

We view in dismay any tentative legislation which would prevent business 
from being on a very sound basis. 

We strongly feel that we should be allowed to accrue prospective expenses 
which will be made within 6 months of the end of our fiscal year. 

Yours very truly, 
CHARLES FOURNIER, President. 


HArRrRIssurG, Pa., March 21, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D. C.: 


The Pennsylvania State chamber is opposed to repeal of sections 452 and 462 
of the Internal Revenue Code of 1954. It believes that these provisions are 
sound in principle and should be retained. The benefits of these sections, how- 
ever, should be kept within limits proposed by Committee on Ways and Means 
of the House of Representatives and Senate Finance Committee in their reports 
which accompanied H. R. 8300 of 1954. The State chamber recognizes that the 
immediate revenue effect of section 462 may be greater than first realized and 
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suggests, if the benefits of these sections cannot be fully allowed immediately 

as originally provided, that they be allowed over a period not exceeding 5 years. 
PENNSYLVANIA STATE CHAMBER OF COMMERCE. 
LEONARD P, Fox. 





CHAMBER OF COMMERCE OF GREATER PHILADELPHIA, 
Philadelphia, Pa., March 14, 1955. 
Hon, JERE Coorer, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 


DEAR CONGRESSMAN Cooper: We wish to voice our opposition to the proposed 
retroactive repeal of Internal Revenue Code sections 452 and 462, dealing with 
prepaid income and estimated expenses. 

The retroactive repeal of these sections effective January 1, 1954, would 
present staggering financial, accounting, and administrative problems for busi- 
nesses, many of whom have relief upon these sections in: 

(a) Closing and auditing their books. 

(b) Making payments to lessen sinking funds and others measured by 
net income before taxes, 

(c) Computing and making contributions to profit-sharing plans and 
charities. 

(d) Determining dividend and plant-expansion policies. 

(e) Negotiating vacation pay and other fringe-benefit clauses with em- 
ployees. 

(f) Issuing financial statements to stockholders, creditors, and regulatory 
agencies. 

(9) Filing Federal, State, and local tax returns measured by net income 
or net worth. 

The wider the scope and the greater the revenue loss claimed for these sections, 
the more severe will be the disruptions caused by their peremptory, retroactive 
repeal at this time, 

Sections 452 and 462, which were intended to conform tax accounting with 
accepted accounting practices, are essentially sound in principle and can be 
cured of their principal defects by appropriate amendment. 

We suggest to you that both of these sections can be amended to preserve 
their original intent by conforming the law to the restrictive regulations which 
have been proposed by the Internal Revenue Service and to which we subscribe. 

Very truly yours, 
Rupotr F.. VoGELEr, 
Eeecutive Director. 


DeEtrRoIt Boarp OF COMMERCE, 
Detroit, Mich., March 15, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 

DEAR CONGRESSMAN Cooper: Recent proposals in the Senate would repeal the 
following provisions of the 1954 Internal Revenue Code. 

The 1954 tax law removed a tax barrier to further expansion of production and 
employment by providing a more realistic depreciation policy on investments 
in new facilities. The new policy recognizes a firmly established business 
practice of a faster writeoff of depreciable assets in their early lives but does 
not increase total tax deductions. The faster tax writeoff increases available 
working capital which is needed for financing new buildings, machinery, and 
equipment and maintaining a high level of employment. Liberalized depreci- 
ation has already stimulated plant modernization and expansion which is so 
vital to our national defense and continued high production and employment 
levels. The repeal of this new policy would not only be a breach of faith with 
those who have undertaken expansion and modernization programs in reliance on 
it, but would retard future development of a dynamic economy. 

The 1954 code has also attempted to bring the income-tax provisions of the 
law into harmony with generally accepted sound accounting principles. There 
had developed under the prior law many divergencies between the computation 
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of income for tax purposes and income for business purposes as computed under 
generally accepted accounting principles. In prior years the deduction of 
eertain accrued expenses was deferred until the year when payments were made. 
The recognition of sound accounting principles in the new tax law necessarily 
permits the deduction of such payments which were made in 1954 as well as cer- 
tain accruals set up during the year. There is no double deduction since no 
item of expense is considered more than once in the computation. The taxpayer 
is merely being permitted, belatedly, to catch up for deductions which would 
have been allowed in prior years under sound accounting rules. The repeal of 
this provision would reject sound accounting principles and place the computa- 
tion of taxable income under a patchwork of intolerable and illogical tax account- 
ing rules. 

We also oppose H. R. 4725 and H. R. 4726 because they repeal retroactively 
the new accounting provisions—sections 452 and 462. 

Any temporary loss of revenue resulting from the new depreciation and ac- 
counting provisions will be more than offset by other other provisions of the 
new code which require corporations with more than $100,000 tax liability to 
pay not only the preceding year’s tax but also to make advance payments of 
the current year’s tax. The pyramiding of the income-tax payments by these 
corporations actually amounts to a 10-percent increase in tax for the next 5 
years. 

Extension of present corporate and excise rates until July 1, 1957, rather 
than April 1, 1956, as requested by the administration and voted on by the 
House and Senate Finance Committee should be opposed since it is a mere 
political gesture and does not consider the merits of the problem. Corporate 
and excise are exceedingly high and it would be a serious mistake to perpetuate 
this heavy burden of taxation beyond April 1, 1956. 

Before enactment of the relief provisions of the 1954 code business income 
was taxed to the corporation as it was earned and again to the millions of 
stockholders as this profit was received by them in the form of dividends. This 
double taxation discouraged investments and was obviously unfair. The 1954 
code corrected this situation. The proposal to repeal this provision, effective 
July 1, 1955, would be grossly inequitable and unsound economically. 

These proposals stem from a misunderstanding of the new tax law. We 
vigorously oppose these proposals. 

Sincerely yours, 
PAUL E. CuRRAN, 
Chairman, Federal Taxation Committee. 





Boston, Mass., March 16, 1955. 
Hon. JERE CooPER, 


Chairman, House Ways and Means Committee. 


Proposed retroactive repeal of sections 452 and 462 in 1954 Revenue Code 
would be an act of bad faith and would have a serious and heavy impact 
on many business firms that have proceeded under its provisions. Business 
should not be compelled to suffer the uncertainties of changed rules after the 
tax period has elapsed. 

WILLIAM J. SPEERs, Jr., 
GREATER Boston CHAMBER OF COMMERCE, 


New York, N. Y., March 15, 1955. 
Hon. JERE COooPER, 
Chairman Ways and Means Committee, 
House of Representatives, Washington, D. C.: 


The New York Board of Trade is strongly opposed to the repeal of sections 
452 and 462 of the Internal Revenue Code, treating respectively with prepaid 
income and reserves for estimated expenses. It should be emphasized that 
under these sections no income escapes tax and no deductions are duplicated. 
Their enactment last year represented a great step forward in bringing taxable 
income inte alinement with business income and good accounting practices. 
An alinement which was long overdue. Even those who sponsor H. R. 4725 
for repeal of these provisions must agree with their soundness. Request for 
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repeal is based entirely upon the effect of these sections on the current year’s 
revenue, since the reserves for estimated expenses are deductible in full in 
the year of adoption. The New York Board of Trade believes that a simple 
way to avoid this undue loss of revenue in 1 year is to stretch out the new 
deductions over a 5-year period. Such an amendment would have the effect 
of retaining the permanent benefits of these sections without an undue loss 
of revenue in any 1 year. The New York Board of Trade respectfully requests 
that this message be embodied in the printed record of the hearings in lieu 
of a personal appearance. 
M. L. SEIDMAN, 

Chairman Tar Committee, New York Board of Trade, Inc. 


BrooKLYN CHAMBER OF COMMERCE, 
Brooklyn, N. Y., March 16, 1955. 
Hon. JERE CooPER, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 


DEAR CONGRESSMAN Cooper: The Brooklyn Chamber of Commerce is hereby 
registering its protest against the proposals to eliminate, retroactively, the effects 
of sections 452 and 462 of the Internal Revenue Code of 1954. Proposals for 
such elimination are found in H. R. 4725 and H. R. 4726. 

The above-mentioned sections permit deferment of income not yet earned; 
and permit deductions for expenses relating to income of a taxable year, with 
substantial limitations. The sections as they stand represent good accounting 
practice. 

Taxpayers have been led to understand that the reason for the proposed 
retroactive repeal is principally that these sections would tend to reduce Federal 
revenues by amounts greater than had been expected. 

Sympathetic as we are toward proper efforts to balance tthe Federal budget, 
we could not be more strongly opposed to any procedure than to that of leading 
taxpayers to make certain elections under provisions of law enacted in August 
1954, and then placing them in positions of difficulty by repealing the law in 
March 1955. 

Such shifting of position by an individual or company, in business relations, 
would not only destroy the confidence of other business in that individual or 
company. It would, further, give ground for serious litigation, under laws which, 
have been enacted by or would certainly be supported by the very Congress 
which now proposes to repeal sections 452 and 462. 

The rights made available have been taken seriously and in good faith by 
taxpayers. They have taken these sections into consideration in options avail- 
able to them under the Internal Revenue Code and have made elections accord- 
ingly. They have made financial plans and commitments, having in mind the 
results of these sections. They have issued reports, based on the favorable and 
unfavorable effects which these sections would have, and based on proposed 
regulations under them. 

In business dealings, if an arrangement works out less favorably than expected, 
such results must be met by economies elsewhere, or by other procedures than 
a one-sided denouncement of the agreement. Only by avoidance of such unilat- 
eral withdrawal from an accepted arrangement can business hold the confidence 
of those with whom it deals. Having in mind such standards, taxpayers are 
disturbed and dismayed by the proposed retroactive repeal of sections 452 and 
462. 

In filing this protest, the Brooklyn Chamber of Commerce represents the fifth 
largest industrial community in the United States. However, in such repre- 
sentation, the chamber has in mind not only matters of immediate benefit to 
persons and organizations engaged in commerce and industry. To serve them 
constructively, it is necessary to consider also the welfare of their employees 
and customers. 

It is from this viewpoint that this protest is made against repeal of sections 
452 and 462. We are interested in preventing injury to our community, whether 
directly to business organizations, or indirectly through loss of jobs and job 
opportunities. For these, we must have reasonable stability of tax laws and 
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must avoid retroactive amendments which are not only damaging financially, 
but which threaten to destroy confidence in our entire tax structure. 

In rejecting H. R. 4725 and H. R. 4726 the Congress will be maintaining that 
confidence in our tax structure which is essential to a sound economy. 


CHARLES H. Towns, Chairman, 

H. A. Gruppe, 

GEORGE KATTENHORN, 

STANLEY MICHELSON, 

JosepH A. MurRPHY, 

WALTER POLOWCHENA, 

GrorGe W. REINERT, Jr., 
Committee on Federal Tazation. 





Sr. Lours SMALL BUSINESS COUNCIL, 
St. Louis, Mo., March 16, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Means Committee, 
House Office Building, Washinyton 25, D. C. 


Dear Sir: Enclosed is a copy of a letter which the St. Louis Small Business 
Council has sent to the clerk of the House Ways and Means Committee in regard 
to the proposed repeal of section 462 of the Internal Revenue Code. 

We urge you to give this letter your personal attention and consideration. 

Yours very truly, 


DorortHy KELLEY, 
Executive Secretary. 


MArcH 16, 1955. 
CLERK OF THE COMMITTEE, WAYS AND MEANS COMMITTEE, 


United States Congress, Washington, D. C. 


GENTLEMEN: The St. Louis Small Business Council is submitting this as a 
strong protest against the proposed repeal of section 462 of the Internal Revenue 
Code of 1954, and requests that it be made a part of the written record of the 
hearings held in connection therewith” 

The St. Louis Small Business Council counts among its membership various 
small businesses in the St. Louis area, including manufacturers, distributors, 
retailers, service establishments, and professional men. 
number of allied business organizations. 

The council protests the proposed repeal of section 462 of the Internal Revenue 
Code without qualification on the following grounds : 

1. The retroactive repeal, as requested by the Secretary of the Treasury, is, 
to the small-business man, both unjust and injurious, and to a portion of them, 
even disastrous. In view of the tax delays provided by section 462, and the 
ready availability of cash to many small business tirms resulting therefrom, 
many businesses have committed themselves irrevocably to heavy cash expendi- 
tures. If section 462 is repealed, many of these firms will have to borrow money 
in order to meet such commitments. It is expected that many small businesses 
will be faced with insolvency. 

2. The adverse effects caused small business due to their commitments made 
and planned under these provisions easily can result in decreased tax revenue 
from the small businesses so affected. 

8. Section 462 as passed reflects a practical, true situation, and conforms to 
accepted accounting techniques, in that it reflects properly the net income for 
the year. If section 462 is repealed, the accounting system used by virtually 
every business in the country will be valueless for tax purposes. 

4. The law in question provides for no actual tax savings, but only for tax 
delays. Any income the Government loses now will be made up in the future. 

The council submits that it appears that this proposed repeal is being “rail- 
roaded” through, for reasons not apparent on the record. The fact that severely 
limited hearings are being held, together with the short time allowed for pre- 
senting evidence against the proposed repeal, are the bases for this statement. 
The tone of articles appearing in various newspapers and tax services indicate 
that the repeal is predetermined, and that the hearings are merely a formality. 


It also represents a 
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The council submits that if it is deemed necessary to repeal section 462, that 

such repeal be made effective at a future date, and not retroactively. 
Yours very truly, 

Sr. Louis SMALL BUSINESS COUNCIL, 

J.C. ScHwere, President. 





COMMERCE AND INDUSTRY ASSOCIATION OF New York, INC., 
New York, N. Y., March 16, 1955. 

Hon. JERE CooPer, 

Chairman, House Ways and Means Committee, 

New House Office Building, Washington, D. C. 
Dear REPRESENTATIVE CooPeR: The Commerce and Industry Association of 
New York, Inc., representing over 3,000 members in the metropolitan area urges 
the rejection of H. R, 2725 and/or H. R. 2726 or any similar bills that would 
repeal the provisions of the 1954 Internal Revenue Code relating to the spreading 
of prepaid income and deduction of reserves for estimated expenses. 
The provision of the 1954 code (section 452) that permits a taxpayer to 
report prepaid income over a period of years was written into the code in order 
that tax accounting might conform to accepted accounting practice. For ex- 
ample prepaid rent for a 5-year lease is earned over the 5-year period. There 
is no justification in accounting, or equity for taxing the landlord on all of the 
prepaid rent in the year in which he receives such prepayment. The 1954 code, 
in permitting the landlord to spread the receipts of such income over the same 
period that such income would be earned is proper and equitable. The revenue 
loss that such a provision would mean to the Government, we feel, has been 
greatly overestimated. The entire amount is taxed in each instance and in the 
absence of a difference in tax rate the total revenue to the Government is the 
same, 
The provision of the 1954 code (section 462) permitting deduction for reserves 
of estimated expenses is another example of where tax accounting has been 
changed to conform to standard accounting procedures. It is unfortunate that 
some ill-advised persons have considered this section a bonanza that would cover 
all types of estimated reserves. But because there is expectation that this sec- 
tion will be impetuously and improperly used by some taxpayers is no justifica- 
tion for eliminating a section that is essentially equitable. Surely those tax- 
payers who attempt to use this provision without proper justification will have 
the burden of proving their right to its use upon audit by the Internal Revenue 
Service. Improper use of this section will, at that time, mean not only recovery 
by the Government of taxes underpaid, but will also mean additional revenue 
to the Government in the form of interest on such tax deficiencies. It is true 
that even proper use of this section will result in so-called double deduction for 
expenses in this year. Such double deduction will appear whenever a change 
is made in an accounting method. The legislative question is not whether the 
yovernment will lose some revenue this year, but whether or not Congress 
shall conform tax accounting with accepted accounting prirnciples. 
In addition the retroactive repeal of a law is inequitable, will create a bad 
precedent, and will cause considerable confusion, uncertainty, and litigation. 
Sincerely yours, 
THOMAS JEFFERSON MILEY, 
Erecutive Vice President. 





ILLINOIS STATE CHAMBER OF COMMERCE, 
Chicago, March 17, 1955. 

Mr. JERE CooPER, 
Chairman, House Ways and Means Committee, 
THlouse Office Building, Washington, D. C. 


Dear Mr. Cooper: We respectfully request that you bring before the House 
Ways and Means Committee the views of the Illinois State Chamber of Com- 
merce in respect to section 462 of the code. These views as stated herein are 
presented on behalf of the 13,000 Illinois businessmen comprising our member- 
ship. These businessmen represent 368 communities in Illinois. 

During the considerable period of years since the end of World War II we 
have actively concerned ourselves with various problems of code amendment. 
One objective that we have consistently sought is a change in the accounting 
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practices required for tax purposes to the end that such practices would be 
brought into closer agreement with generally accepted accounting methods. 
This objective is of obvious importance to Illinois businessmen. 

It is our view that section 462 as adopted in the 1954 code reconciles the 
accounting practices in important particulars. It is our further view that the 
principles embodied in this section should be retained. Though we realize that 
the section has led to abuses on the part of some who have undertaken to use 
it to undue advantage, this circumstance should not lead to the discarding of 
the section. We recommend that the section be retained and that safeguards 
be established against possible abuses by an amendment to give the Secretary 
or his delegate reasonable discretion as to the types of reserves to be recognized 
for tax purposes. 

In the current discussion of section 462 we have noted expressions of concern 
about prospective loss of revenue. If the amounts of such loss are beyond the 
capacity of the present financial structure, we recommend that the amount of 
the deduction ascertained at the end of the first year that the section 462 
reserve method is used be spread over a period of a few years. 

The very considerable amount of interest that our members are expressing 
in connection with section 462 leads us hope that you will give serious consider- 
ation to this expression of their views. 

Sincerely yours, 
WALpo B. Ames, President. 


Bristor, Conn., March 18, 1955. 
Congressman JERE COOPER, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C.: 
The retroactive repeal of sections of 452 and 462 of the Revenue Code would 
result in hardship for many businesses it is economically unsuond to change 
the rules at this point and we strenuously oppose such action. 


GEoRGE UNDERWOOD, 
Executive Secretary, Bristol Chamber of Commerce. 





MEMORANDUM SUBMITTED BY ALGER B. CHAPMAN, WASHINGTON, D. C., ON BEHALF 
OF THE EMPIRE STATE CHAMBER OF COMMERCE, ALBANY, N. Y., Opposing H. R. 
4725 AND Its PROPOSED REPEAL OF INTERNAL REVENUE CODE SECTIONS 452 AND 
462, AND SUGGESTING AMENDMENTS THERETO 


The Empire State Chamber of Commerce respectfully presents its objections 
to the proposed outright and retroactive repeal of Internal Revenue Code sections 
452 and 462. It will also present suggestions for the modification of these sec- 
tions to conform them to their highly important purpose and to reduce the 
revenue cost resulting therefrom. 

The proposed repeal of the two sections followed quickly on the heels of 
the discovery that the revenue cost of the two measures would greatly exceed 
the predictions which accompanied their passage. While the desire to take 
prompt steps to avert an unintentionally large revenue loss is commendable, 
provisions which have been enacted into law after due deliberation, which have 
been a part of the law for the better part of a year, and which have been relied 
upon by taxpayers as controlling their transactions for an entire taxable year, 
should not be repealed in haste and without due deliberation. The decision of 
the committee to hold public hearings on the bill, and to receive memoranda with 
respect thereto, has wisely afforded an opportunity for consideration of whether 
such an extreme step is necessary or desirable. To aid the committee, we would 
like to trace the history of sections 452 and 462 and review their purpose and 
effect. We believe that such a review will demonstrate the value and importance 
of the provisions and the undesirability of returning the law to the unsatis- 
factory state which preceded their enactment. 


I. WHY SECTIONS 452 AND 462 WERE NEEDED 


Sections 452 and 462 were designed as key measures in the correction of a 
basic defect in our revenue laws. From the beginning of the income tax, sec- 
tion 41 of the 1939 code and predecessor sections of prior revenue acts had 
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provided that “net income shall be computed upon the basis of the taxpayer’s 
annual accounting period * * * in accordance with the method of accounting 
regularly employed in keeping the books of such taxpayer.” This section is basic 
to the reporting of income for tax purposes, and seems to promise that if tax- 
payers regularly follow proper accounting practices, those practices will be 
recognized for tax purposes. However, over the years prior to 1954, largely 
as a result of the construction of other sections of the code by the courts, special 
rules and requirements for tax accounting had developed which denied recog- 
nition to certain generally accepted accounting practices. 

The major variance arose as to when items of income and expenses were 
required or permitted to be reported for tax purposes. One of the cardinal 
principles of accounting is that income and the expenses incurred in earning 
it should be matched insofar as possible. It is only in this way that a true 
picture of the results of a transaction or series of transactions can be obtained. 
One of the difficulties is that reports, and tax returns, of income from business 
operations are prepared periodically, ordinarily on an annual basis. If receipts 
are reported in 1 year and the related expenses in another, the result is over- 
stated income in 1 year and an overstated expense in the next. The income 
statement for each year is, therefore, misleading. To avoid this type of dis- 
tortion, certain accounting rules have been developed and adopted to make 
each annual report reflect as completely and accurately as possible the results 
of the year’s operations. 

‘Two of the most important rules, each of broad application, relate to the treat- 
ment of prepaid income and the establishment of reserves for certain future 
expenses attributable to the income-producing transactions of a given year. The 
failure of the tax law to adopt and apply these rules and the resulting complex- 
ities and inequities necessitated the enactment of sections 452 and 462. 


1. Difficulties and inequities resulting from the taxation of prepaid income 


Prior to the enactment of section 452, the time when prepaid income was to be 
reported as income had been determined under tax law by the doctrine that 
income must be taxed no later than at the time when payment is received. This 
doctrine, developed in a line of court decisions, had been applied regardless of the 
fact that the payment was in reality an advance payment covering goods or serv- 
ices, or the use of property, to be provided over an extended period. Under this 
principle, for example, advance rentals were income when received, even though 
they covered a term of years. Payments received under service contracts requir- 
ing the taxpayer to perform services over a period of time were likewise income 
when received, although the services would be performed in large part in future 
years. Advance sales of theater tickets were similarly taxed, even though they 
covered performances in future months which fell in a different taxable year. 
These are only examples of numerous situations in which the receipt of cash was 
regarded as giving rise to immediate income, though the receipt was accompanied 
by an obligation which would have to be performed in the future. 

This requirement was at odds with uniformly accepted accounting practice with 
respect to prepaid income. Such payments are universally treated as having no 
income significance. Instead, income is considered to be earned as the goods or 
services are actually provided and the obligation to perform is satisfied. To take 
receipts into account as income prior to the time when the services have been 
performed, the goods delivered, or the property used, is to take into account income 
which has not yet been earned. If the contract is canceled, or performance be- 
comes impossible, the amount may have to be refunded. Accountants regard it, 
and correctly so, as basically unsound to regard the cash as income until the obli- 
gation which accompanied it has been discharged. Moreover, if an advance pay- 
ment is reported as income when received, and the expenses of earning the income 
are reported in subsequent periods when the services are performed, the goods 
are supplied, or the property is used, the financial report for any period will show 
a distorted picture in which income appears without the related expenses and 
expenses appear without the related income. Thus, accountants generally will 
not permit their clients to include advance payments as income in financial 
statements, because the effect would be to give creditors and the public an 
erroneous, and often inflated, impression as to the true profits of the business. 
As a result of this divergence hetween the requirements of general and tax 
accounting, it was necessary, prior to section 452, for taxpayers having advance 
receipts of this nature to keep two sets of accounts and to prepare one set of 
statements for general purposes and one for tax purposes. The enactment of 
section 452 was therefore desirable in order to eliminate this burdensome and 
expensive double bookkeeping. 
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However, elimination of double sets of books was not the principal reason 
ealling for the enactment of section 452. The effect of the tax rule applied 
prior to section 452, requiring the reporting of advance receipts as income, was 
to cause taxpayers to pay tax on their receipts ahead of time and in a period 
prior to the time when the expenses of earning such income had been incurred. 
Thus, a business receiving payments on such a basis was frequently compelled 
to pay a tax in its first year of operation on receipts, although upon the com- 
pletion of the contracts in connection with which the receipts were derived, it 
developed that there was no net gain on the transactions. Since the deductions 
fell in later years, they could not offset the income already reported. 

The relief afforded by the carryover and carryback provisions was often in- 
adequate. Even where losses did not result, differences in rates, in the business 
cycle, and in the personal circumstances of taxpayers in various years meant 
that these distortions in income from year to year resulted in inequities to 
some taxpayers and in loss of revenue from others. Thus, it was important, 
as a matter of equity and of sound tax policy, that advance payments for goods, 
services, or for the use of property be taxed only as earned. 


2. Difficulties and inequities resulting from the nonrecognition of reserves for 
future expenses attributable to the year’s income 

The failure of tax law, prior to section 462, to allow the deduction of reserves 
for future expenses attributable to the income earned during the taxable year 
arose because of the tax doctrine that expenses could be deducted only when 
they were paid, incurred, or accrued. This doctrine meant that certain ex- 
penses which arose out of a transaction resulting in income during the year 
but were not required to be met until a subsequent year could not be offset 
against the income to which they were related. Instead, they were reported 
in a later year as a deduction from unrelated income. For example, if sales 
were made near the end of the year, subject to a discount for prompt payment, 
the sales were required to be reported as income on the accrual basis at the 
full price, without discount. If payment was made and the discount was 
taken in the following year, the discount was required to be reported as an 
expense of the later year, instead of as an expense of the sale in the earlier 
year. Similarly, if the sales carried a warranty and it became necessary in 
the following year to make repairs or replacements on account of the war- 
ranty, the expense of those repairs and replacements were not deductible in 
the year of the sale from the income of the sale, but in the year when made. 

The accepted accounting rule, on the other hand, is that expenses attributable 
to the income of the year shall be offset against such income, even though not 
arising until after the end of the year, by the creation and deduction of reserves 
for such expenses, where they can be reliably estimated. Thus, in the examples 
given above, reserves would be created and adjusted at the end of each year 
for future cash discounts and for future returns and replacements under product 
guaranties on sales made during the year, based on the experience of the 
taxpayer. 

Under prior law, the nonrecognition of these reserves for tax purposes re- 
quired the keeping of separate accounts and the preparation of separate state- 
ments. The adoption for tax purposes of the general accounting rule was thus 
desirable as a step in reducing unnecessary duplication of accounts with the 
attendant trouble and expense. 

It was also desirable as a matter of sound tax administration in the interest of 
accuracy alone. Prior to section 462, a tax return for any business showed as 
deductions a jumble of expenses relating to the income of various years and 
omitted a portion of the expenses relating to the income of the taxable year. 

However, much more was involved than mere considerations of simplification, 
consistency, and accuracy in the abstract sense. The distortions resulting from 
the law as it stood prior to section 462 caused the reported income of taxpayers to 
differ from their real income, sometimes to a negligible degree, but sometimes 
markedly. Differences from year to year in tax rates, in the business cycle, or 
in the circumstances of the taxpayer often translated these distortions into 
differences in total tax liability and hence into inequity and sometimes hardship. 


If, LEGISLATIVE BACKGROUND OF SECTIONS 452 AND 462 


Taxpayers and the professional people who work with tax law and accounting 
had long urged upon Congress the adoption of changes in the tax law which would 
bring tax accounting into closer accord with generally accepted accounting prin- 
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ciples and, specifically, would recognize reserve accounting for expenses and 
deferment of the taxation of prepaid income until earned. 

The plan to make a general revision of the Internal Revenue Code, announced 
early in 1953, promised an opportunity to accomplish this. In fact, the integra- 
tion of tax accounting with general accounting became one of the major objec- 
tives of the revision. Topic 18 of the 40 topics assigned by this committee to task 
forces in and out of Government for study and recommendations was entitled 
“Accounting principles (such as those related to timing and correlation in report- 
ing income and expenses) .” 

In the public hearings before this committee on topic 18 in June 1953, the theme 
that accounting or tax purposes should be brought into closer conformity with 
generally accepted accounting principles was sounded again and again in oral 
testimony and written statements submitted for the record (hearings, pt. I, pp. 
585-607). Numerous witnesses requested specifically the deferment of reporting 
of prepaid income until the income was earned and the deduction of reserves 
for expenses attributable to the earnings of the year. 

Thomas J. Green, general chairman of the committee on Federal taxation of 
the American Institute of Accountants, appearing for the more than 21,000 certi- 
fied public accountants of the country, testified in part as follows: 

“We have regarded the question of the divergence between accounting princi- 
ples, business practices, and the enunciation of those principles in the tax law, 
as shown by regulations and court decisions—we regard those divergencies of 
such a serious nature that we think somewhere a correction is needed. * * * 

“Our main concern involves those items having to do with the timing and the 
realization of income and the timing with respect to the deductibility of expenses. 
In that area the various interpretations of the Internal Revenue Code, the de- 
cisions handed down by the courts and the regulations do the greatest violence 
to accounting principles all resulting from, perhaps, overzealous tax administra- 
tion or erroneous judicial interpretations. 

“Perhaps, the most outstanding differences in this respect is the one that we 
indicate as our No. 1 item of difference in our written recommendations. ‘That 
has to do with prepaid income. Perhaps, the most outlandish example in that 
area is the case where a lease is entered into for a 10-year period, involving let 
us say, a total rental of $10 million. The reason the tenant was asked to pay 
in advance on the 10-year basis was the very point of being able to pay the 
broker’s commisison. Under judicial interpretation, and such judicial inter- 
pretation has filtered its way into administrative policy, the taxpayer in that 
case is forced to report his income—the entire $10 million—in the year of 
receipt. The broker’s commission must be spread éut and deducted over a 
10-year period. This completely violates what we as accountants regard as a 
sacred principle—that is the matching of expenses with the income to which it 
is attributed. * * * 

“The same type of inequity exists with regard to estimated expenses. Here, 
again, as accountants, we see the real test to be a relation of the expense item 
to the income to which it is attributed and that must be based on recent past 
experience and what comparable businesses are doing.” 

The testimony of another witness, Mr. Sidney Gelfand, representing the 
Metropolitan Associated Radio, Television, and Appliance Dealers of New York, 
demonstrated graphically how a particular industry had been affected by the 
requirement that it report advance receipts as income when received. He told 
of the situation in the television industry, where purchasers of sets often pur- 
chase also a service contract giving them the right to service on their sets for a 
period of 12 months. In practice, the industry had learned that it made little, 
if anything, on these contracts. However, it had been required to report the 
contract payments as income upon receipt although, particularly in the case of 
sales during the Christmas season, always heavy, the contracts covered service 
to be rendered in large part in the following year. The cost of such service was 
deductible only in the later year. The result had been a tax in the contract 
payment year on artificial income which was not income at all, and the imposi- 
tion of this tax had contributed to the distressed condition of many television 
service companies operating on narrow margins. 

Doubtless this committee received many other requests and recommenda- 
tions from taxpayers, not included in the published record, for the enactment 
of provisions in the nature of sections 452 and 462, for the provisions appear to 
have been widely urged as desirable and important remedial legislation. 
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After months of study by the aforementioned task forces and after the public 
hearings, and evidently in reliance on Treasury recommendations resulting from 
these events, the President in his budget message on January 21, 1954 recom- 
mended that: “Tax accounting should be brought more nearly in line with 
accepted business accounting by allowing prepaid income to be taxed as it is 
earned rather than as it is received, and by allowing reserves to be established 
for known future expenses.” 

So far as is known, sections 452 and 462 were inserted in H. R. 8300 by the 
committee without opposition from either within or without the committee. 
There was no minority dissent from them. In the debates on the floor of the 
House where a number of the provisions of the bill were attacked, no opposi- 
tion to these sections was voiced. 

The situation was much the same on the Senate side. In the hearings before 
the Finance Committee, the provisions were praised without dissent. Mr. J. S. 
Seidman, representing the American Institute of Accountants, said approvingly 
that, “the bill makes great strides in putting business accounting and income- 
tax accounting on the same wave length. This is something we have urged 
upon the Congress for many years. We applaud H. R. 8300 for getting it under- 
way.’ He did caution that “the transition will bring on some problems both 
from a revenue standpoint as well as the scope of reserves for estimated ex- 
penses. For that reason, there is included in our list of recommendations cer- 
tain cautions and restraints during the gear-shifting period.’ The Finance Com- 
mittee reported the bill with certain technical modifications in the sections and 
the bill was passed by the Senate with nothing but praise for these provisions in 
the floor debates. 


Ill. THE EFFECT OF SECTIONS 452 AND 462 


The resulting provisions, sections 452 and 462, adopted, with some modifica- 
tions, the generally accepted accounting rules discussed above with respect to 
prepaid income and expense reserves. 

Section 452 deals with prepaid income, and provides in substance that if a 
taxpayer receives advance payment for the use of property or for goods or serv- 
ices to be furnished over a period of years, the income need be reported only as 
the property is used or the goods or services are furnished. It affects only 
limited numbers of taxpayers, because only a relatively few businesses receive 
prepaid income of the type covered by the section. However, it is very important 
to most of those taxpayers, since the time when they must report all of their 
income may be altered. 

Section 462 deals with expense reserves, and permits the establishment of 
and deduction of annual additions to reserves for future expenses attributable 
to the income of the taxable year, where such reserves can be estimated with 
reasonable accuracy. The impact of the section is very broad. It affects vir- 
tually all corporations and other taxpayers engaged in business operations, since 
almost all have expenses which may be the subject of proper reserves under the 
section. , 


IV. SUMMARY OF THE REASONS WHY THE SECTIONS SHOULD BE RETAINED 


The two sections thus represent an important reform in the accounting require- 
ments under tax law. Tax rates in this country are too high and the need for 
revenue too great to permit taxes to be collected on a random basis. Imperfec- 
tions in the law produce inequities in the collection of taxes, which at the present 
necessarily high level of rates can easily result in the most serious hardship for 
taxpayers or the most serious loss of revenue to the Government. 

The ills which prompted the enactment of the two sections had for many years 
created inconvenience for most business taxpayers and hardship for many. Their 
correction was urged by large numbers of affected taxpayers as well as by tax 
practitioners. The provisions were espoused by the accounting profession. Af- 
ter the situation had received long study and consideration, the President re- 
quested the enactment of the provisions, the Treasury endorsed them, the Con- 
gress enacted them without controversy, and taxpayers hailed them as salutary 
remedial legislation. Their enactment put tax accounting into closer accord 
with general business accounting practices, and put the reporting of income and 
expenses on a more realistic and, therefore, more equitable basis. Repeal of 
the provisions would disregard the appeals which prompted consideration of 
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them, reverse the considered judgment which directed their enactment, and re- 
store the evils they corrected. 

Even if the provisions had far less merit than they possess, and were far less 
important than they are, their presence in the code for the better part of a year 
and the accompanying reliance of taxpayers upon them would be strong reason 
to retain them in the law. 

As a general policy, retroactive application of changes in substantive tax law 
is undesirable. Generally, as in the enactment of the 1954 code, Congress is 
eareful to avoid such retroactivity. No doubt considerations of fairness are a 
factor in this policy. Also present we believe is the fear that the uncertainty 
created in the business community by a policy of retroactive changes in the law 
might have stultifying effects on business planning which could retard the 
progreess of the economy. 

There are particular reasons why a retroactive repeal of these provisions at 
this time would be unfortunate. The public hearings at which this memoran-' 
dum is to be submitted are taking place on March 17 and 18, several days after 
the due date of corporation tax returns. Although many corporations have 
taken advantage of the right to obtain automatic extensions of the time for 
filing, others have already filed their returns. Even where extensions have been 
obtained, the amount of tax paid with the tentative return in many instances 
has been based on the assumption that sections 452 and 462 were part of the law. 
Interest will be due, unless special relief is granted, on any deficiency in payment 
resulting from retroactive repeal of these provisions. Many corporations and 
other businesses have closed their books for the year. Audits have been com- 
pleted. Reports of various kinds have been filed with State and Federal agen- 
cies. Stockholders’ reports have been issued showing a net income after the de- 
duction of tax liability reflecting the application of sections 452 and 462. Divi- 
dends have been paid. Commitments have been made for expenditures. All of 
these and other actions based on the accuracy of these reports have been predi- 

cated in part on sections 452 and 462 and without any thought that the actions 
might be invalidated by the retroactive excision of these provisions from the law. 

In view of these circumstances, the repeal of these provisions should be voted 
only if the most compelling considerations require it and if there is no accept- 
able alternative to such repeal. 


Vv. THE CRITICISMS OF THE SECTIONS DO NOT WARRANT REPEAL, BUT 
ONLY MODIFICATION 


The nature of the objections raised to the provisions in the past few weeks does 
not warrant their repeal, but calls instead for measures to conform the effect of 
the provisions to their original purpose and to reduce their immediate revenue 
impact. So far as we have discovered, there has been no quarrel with the basic 
objectives of the sections. Criticism has been been limited to two points. The 
first, voiced by the Treasury, is that the general language of the sections is un- 
intentionally broad and therefore permits tax accounting practices which are not 
generally followed and which the Treasury did not intend to authorize in sup- 
porting the provisions. The second, voiced primarily by Members of Congress 
but seconded by the Treasury, is that the revenue loss from the provisions far 
exceeds the estimates which accompanied their passage and is too large for the 
budget to absorb. 

These criticisms, and the fact that they do not challenge the soundness and 
propriety of the basic purpose of the provisions, point to the proper solution, 
which is not to repeal the sections, but to amend them. They should be narrowed 
to permit only the changes originally intended by the Treasury and by Congress. 
This will meet the first criticism and will partially meet the second, in substan- 
tially reducing the revenue loss. If the loss is still too great, the sections should 
be further amended to spread the impact by requiring transition to the full use 
of the sections to be affected gradually over a period of years rather than in a 
single year. 

More detailed suggestions follow for accomplishment of these two changes with 
respect to section 462, which has the wider impact, is responsible for the bulk of 
the revenue loss, and has been subjected to the greater attack. Time did not 
permit the submission of similar proposals with respect to section 452. 
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VI. SUGGESTIONS FOR AMENDMENTS RESTRICTING SECTION 462 TO A MORE APPROPRIATE 
AND LESS COSTLY SCOPE 


Our recommendations for amendments to section 462 designed to clarify and 
limit its scope are as follows: 

1. Specific enumeration of reserves to be allowed.—The reserves to be allowed 
ean be specifically enumerated in the section (just as a reserve for bad debts is 
now specifically allowed in section 166 (c)). The list could include, for example, 
the reserves listed in committee reports, which include: 

(1) cash discounts. 

(2) repairs or replacements required under product guaranties. 
(3) sales returns and allowances. 

(4) freight allowances. 

(5) quantity discounts. 

(6) vacation pay. 

(7) certain self-insured injury and damage claims. 

Such a listing would have the advantage of definiteness. Moreover, close 
control of the revenue impact would be possible through adding or subtracting 
reserves from the list. 

2. Amplification of the section to clarify and restrict its coverage—lIf the 
specific enumeration of allowable reserves is considered too inflexible, the section 
can be amended to state the intended coverage in more explicit but still general 
terms. In particular, the types of expenses for which reserves are not to be 
allowed can be stated. The Treasury should now know, as a result of conferences 
with taxpayers’ representatives and protests in connection with the Treasury’s 
notice of rule making under section 462, the type of reserves taxpayers are seeking 
to create under the section, the characteristic situations covered, and whether or 
not each of these situations is within the original intendment of the Treasury 
in proposing and endorsing, and the Congress in enacting the section. In the 
case of the type of situations not intended to be covered, the Treasury should be 
able to propose amendments to the law which will exclude these situations by 
reference to their identifying characteristics, as it has attempted to d6 to some 
extent in the proposed regulations. For example, reserves for future repairs and 
maintenance and for future restoration of operating or productive capacity 
required as a result of its diminution during the taxable year can be expressly 
forbidden. 

We believe there has now been sufficient experience with the provision to 
enable its redrafting in a way which will properly restrict it and remove doubt 
as to its meaning. 


VII. A SUGGESTION FOR AN AMENDMENT SPREADING THE REVENUE IMPACT OF 
SECTION 462 


The loss of revenue arising from the shift to reserve accounting is a non- 
recurring cost; once the transition is effected, the overall deductions for addi- 
tions to reserves should be approximately equal to the amounts which would 
have been deductible as incurred expenses. The reason for the transition cost 
is that deductions are taken both for the expenses actually incurred in the 
taxable year, attributable to income of a prior year, and for reserves for the 
expenses to be incurred in a future year but attributable to the income of the 
taxable year. In other words, there is a concentration of 2 years’ deductions in 
a single year. 

As we have indicated, we believe this loss can be drastically reduced by 
restricting the section to its proper scope by means of an amendment such as 
those we have proposed. However, the impact of the section on current revenue 
may still be more than is considered desirable. If so, we believe the solution 
embodied in the proposal made by the American Institute of Accountants at the 
Finance Committee hearings on H. R. 8300 should be adopted. This solution 
is to spread the revenue impact of section 462 by requiring that the transition 
to reserves be effected gradually rather than in a single year. 

We recommend that the revenue impact be spread over a period of 5 years. 
This can be accomplished in either of two ways: 

(1) Require that the amount of the reserve for the initial year be spread as 
a deduction over the initial year and the 4 succeeding years. The deductions 
in the initial year will be the incurred expenses plus 20 percent of the initial 
year’s reserve and in each of the 4 succeeding years will be that year’s reserve 
additions plus 20 percent of the initial years’ reserve. 
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(2) In the alternative, require that the amount of the reserve additions in 
the first 4 years be 20 percent, 40 percent, 60 percent, and 80 percent, respectively, 
of the reserve additions which would otherwise be proper for those years. In the 
initial year the incurred expenses plus 20 percent of a proper reserve for the year 
would be deductible. As the annual deductions for reserve additions increased, 
the deductions for expenses not previously provided for by reserves would de- 
crease and finally disappear. The net effect would be a total of deductions in 
each of the 5 years equal to approximately 20 percent more than normal. Both 
methods should reach approximately the same revenue result; the choice of 
method should depend on which is easier to administer. 

The effect of either will be to distribute the loss in revenue more or less 
evenly over a 5-year period, and reduce the loss for the year 1954 to one-fifth of 
the amount which would otherwise be sustained. 

There are precedents for requiring or permitting gradual transition to full use 
of a new tax provision. In the creation of pension plans, section 404 of the code 
requires that the funding of past service benefits be spread over a period of years 
to prevent the employer from taking an unduly large initial deduction. In re- 
quiring some corporations to commence prepayment of income tax on an esti- 
mated basis, the blow is to be softened under section 6154 by permitting them to 
shift gradually to this basis over a 5-year period. 


VIII. ELECTION TO ESTABLISH RESERVES IN 1955 


The proposed repeal of section 462 was announced just as most taxpayers were 
in the midst of preparing their returns. Because of the resulting confusion and 
uncertainty, some taxpayers have decided to adopt a “wait and see” policy with 
respect to the shift to the use of reserves for tax purposes. 

The Treasury’s proposed regulations would permit this policy, by allowing 
taxpayers to elect without special consent to shift to reserves in 1955, rather than 
in 1954, by giving notice prior to June 30, 1955. The proposed regulations grant- 
ing this option were issued before the threat of repeal arose; now there is vastly 
greater need for the privilege. Since the option rests largely on the Treasury’s 
broad interpretation of its regulatory powers under the section, rather than the 
section itself, there is a possibility that the option will be withdrawn. 

We believe the privilege of switching to the use of reserves under section 462 
in 1955 rather than in 1954 has assumed such importance in view of the present 
uncertainty over the fate of the section that it should be made a matter of right 
by incorporation in the statute itself. Probably, also, the date for notice of the 
election should be extended beyond June 30. 

An announcement by the committee that it will vote unanimously to incorpo- 
rate this privilege in the law would help immeasurably in enabling taxpayers to 
determine what course to follow in the difficult decisions which now confront 
them and give necessary assurance to those who have decided to rely on being 
able to adopt reserves under section 462 after the uncertainties have been resolved. 


IX. INTEREST ON DEFICIENCIES DUE TO RELIANCE ON SECTIONS 452 AND 462 


In case of retroactive curtailment or repeal of sections 452 and 462, deficiencies 
in tax may arise. Interest would ordinarily be payable on these deficiencies. 
Under the circumstances, we believe no interest should be required, providing 
payment of these deficiencies is made with reasonable promptness after any 
change in the law. Since the Treasury may not possess authority to waive in- 
terest, a provision for this purpose should be made a part of any bill to amend 
or repeal. 


CONCLUSION 


We cannot state too strongly our firm conviction that the repeal of sections 
452 and 462 would needlessly reverse worthwhile legislation and in the process 
produce only confusion and inequity. We believe a constructive and measured 
approach to the problem which has arisen cannot fail to produce a solution which 
will save the principles involved without damage to the budget. 
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THE MIDDLETOWN PRESS PUBLISHING Co., 
Middletown, Conn., March 19, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear Mr. Cooper: It was impossible for me to attend the hearings on the bills 
to retroactively repeal sections 452 and 462 of the Internal Revenue Code of 1954; 
consequently, am writing you to register my views on this matter. 

While it is true that tax collections will be reduced this fiscal year because of 
these changes, it is by no means true that there is a “windfall” involved for over 
the years the total tax liability will be paid. A “windfall” has the connotation 
of a saving in tax liability which is never recovered. 

For example, it has been allowable to set up reserves for bad debts anticipated 
in later years, and to accrue taxes payable in the following year and use these 
as a deduction from income. It seems to me the provisions in section 462 
merely extend the principle of the above deductions to other determinable ex- 
penses, affecting the year’s income, or to those which can be reasonably estimated, 
and is sound accounting. 1 

I have been preparing income-tax returns since 1913, and have often rebelled, 
in my own mind, to some provisions which have not been in agreement with what 
has been accepted as sound accounting and therefore was happy when the 
changes provided in sections 452 and 462 weré adopted. I trust your committee 
will not upset the accounting principles of consolidating income and expenses 
within a calendar or fiscal year in which they are earned and become a liability. 

Sincerely, 
ELMER S. HUBBELL, Treasurer. 


SHARON, Pa., March 15, 1955. 
Hon. JERE COooPER, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C.: 

Retroactive repeal of sections 452 and 462 of 1954 code are detrimental to the 
best interests of the newspapers. We request that such legislation not be 
enacted. 

G. A. HARSHMAN, President, PNPA. 





AMERICAN NEWSPAPER PUBLISHERS ASSOCIATION, 
New York 17, N. Y., March 22, 1955. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington 25, D. C. 

DEAR Mr. CHAIRMAN: The American Newspaper Publishers Association is 
addressing you as chairman of the House Ways and Means Committee in con- 
nection with consideration by your committee of bills H. R. 4725 and H. R. 4726 
to repeal section 452 of the Internal Revenue Code of 1954 dealing with prepaid 
subscription income. We respectfully ask that our views be made a part of the 
printed record of the hearings. 

The American Newspaper Publishers Association is a trade association com- 
prising approximately 800 daily newspapers with more than 90 percent of total 
United States daily newspaper circulation. 

Newspapers are normally paid in advance for many copies to be issued and 
delivered at future dates. Subscriptions may be for a period of months, a year, 
or a period of years. Regardless of the period covered by the subscription, pay- 
ment is made in advance. 

Under the accrual method of accounting, income is not determined on the 
basis of receipts, nor are expenses determined on the basis of amounts paid out. 
The purpose of the accrual method of accounting is to include in income not only 
items of receipt, but also items representing the right to receive income. In 
respect to expenses, the accrual basis reflects not only amounts actually paid 
out, but also amounts owing. 

Prior to 1938, some newspapers reported as taxable income in the year of 
receipt all subscription moneys received, regardless of the period or periods cov- 
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ered by the subscriptions. In other cases, newspapers allocated income received 
over the period of the subscription and reported income on that basis. 

The Bureau of Internal Revenue in 1938 issued G. C. M. 20021 which held that 
regardless of the method of accounting in use by the publishers, subscription in- 
come was taxable in the year received and could not be allocated over the period 
of the subscription. Issuance of this order aroused criticism, and in 1940 the 
3ureau of Internal Revenué issued I. T. 3369 in which it was held that both 
methods of accounting for subscription income would be recognized. The effect 
of this ruling was that newspapers which had previously adopted the method 
of reporting subscription income as earned could continue on that basis. News- 
papers which had not previously adopted the method of reporting income as 
earned were required to continue to report income on the basis of receipts. No 
permission would be granted newspapers to change from reporting income as 
received to reporting income as earned. 

The inequities of this interpretation are apparent. Two taxpayers engaged 
in identical businesses and keeping their books in the same way could be 
required to report income on 2 different bases, because 1 taxpayer had prior 
to 1938 adopted thegmethod of reporting income as earned, while the other had 
adopted the method of reporting income as received. 

Congress included in the Internal Revenue Code of 1954 section 452 (a), which 
provides as follows: 

“In the case of any prepaid income to which this section applies, if the liability 
described in subsection (e) (2) is (at the time the income is received) to end 
before the first day of the sixth taxable year in which such income is received, 
then such income shall be included in gross income for the taxable year in 
which received, and for each of the five succeeding taxable years, to the extent 
proper under the method of accounting used under section 446 in computing tax- 
able income for such year.” 

The intent of Congress was to put competing businesses on the same basis 
insofar as determining taxable income is concerned, and to eliminate the in- 
equities created by rulings of the Commissioner of Internal Revenue. 

The 1954 revenue law granted taxpayers the privilege of reporting income 
according to their method of accounting. This is also in accord with section 446 
(a) of the Internal Revenue Code, which provides that taxable income shall be 
computed in accordance with the method of accounting. 

Since section 452 of the Revenue Code of 1954 corrected an inequitable situa- 
tion, under rulings of the Internal Revenue Commissioner, there would seem to 
be no justification for repeal of the section. As a matter of fact, enactment of 
this provision was long overdue. 

In the case of Beacon Publishing Co., of .Wichita, Kans., the United States 
Cireuit Court of Appeals for the Tenth Circuit held the Commissioner’s interpre- 
tation of the 1989 code was incorrect. In the Beacon Publishing Co. case, de- 
cided January 3, 1955, the court held the taxpayer was entitled, under its 
method of accounting, to report subscription income as earned, even though it 
had not adopted that basis prior to the issuance of I. T. 3369. The Commis- 
sioner denied Beacon Publishing Co. the right to compute its income on the 
basis of earnings, rather than on the basis of receipts. The company changed 
without permission of the Commissioner. In its opinion the court held: 

“The Commissioner urges that since the taxpayer had for years prior to 1943 
and 1944 carried these items on its books as cash items, it cannot change its 
system of accounting without the consent of the Commissioner. * * * The tax- 
payer, however, did not seek to change its accounting system. It did no more 
than apply the method adopted and in use to clearly reflect its income. This 
the taxpayer had a right to do and the Commissioner had the right to require 
r 

What Congress wrote into the 1954 Internal Revenue Code and what is now 
proposed to repeal is no different than the Tenth Circuit Court of Appeals’ in- 
terpretation of the 1939 code. Repeal of section 452 will not change the situa- 
tion if the tenth circuit court’s interpretation of the 1939 code is correct, but 
much tax litigation can be avoided if Congress leaves section 452 intact or 
recognizes in any change the fairness of the present law as related to prepaid 
subscriptions. 

The ANPA believes that action of the Congress in 1954 in bringing tax account- 
ing nearer into conformity with accepted business-accounting principles is fun- 
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damentally sound, and in the public interest. This association favors retention 
of section 452 in the Internal Revenue Code of 1954 as related to prepaid sub- 
scriptions of newspapers. 


Sincerely yours, 


eS POU 


CRANSTON WILLIAMS, General Manager. 





Howarp W. SAMs & Co., INC., 
Indianapolis, Ind., March 22, 1955. 
Hon. JERE COOPER, 
Chairman of the Ways and Means Committee, 
House of Representatives, New House Office Building, 
Washington, D. C. 

Dear Str: We respectfully ask that you give most careful consideration to 
the bills now before your committee to repeal sections 452 and 462 of the Internal 
Revenue Code of 1954. We do not believe that it is to the best interest of busi- 
ness that these sections be repealed. 

In the first place, as now written, the Internal Revenue Act provides for tax 
accounting, which more nearly conforms to generally accepted accounting prin- 
ciples. We firmly believe that the more nearly tax and accounting procedures 
coincide, the better it is for both business and Government. 

Second, we and many others have relied upon these sections and made reports 
to stockholders, paid bonuses and dividends, based upon our financial statements 
as adjusted to reflect the use of sections 452 and 462. We think this is correct 
tax and accounting procedure and believe it is a backward step to repeal these 
sections. 

Third, undesirable application of these sections can be avoided by clarifying 
amendments to the existing statute, rather than repeal of the entire sections. 

We will appreciate your most careful regard of the interests of ourselves and 
many other businesses, when these bills are considered by your committee. 

Sincerely, 
DonALD B. SuHaw, Vice President and Treasurer. 





THE LEADER-REPUBLICAN AND THE MORNING HERALD, 
Gloversville, N. Y., Mareh 22, 1955. 
Representative JERE COOPER, 
Chairman, House Ways and Means Committee, 
House Office Building, 
Washington, D. C. 


Hon. Jere Cooper: We understand that the Treasury Department is pro- 
posing changes in Section 462 and Section 452 of the Internal Revenue Code of 
1954. These changes to be retroactive effective with 1954. 

We wish to register our protest to this contemplated plan of the Treasury 
Department. 

Our Federal income tax return has already been filed and in this return we 
| have made deductions for certain reserves for estimated expenses, permitted 
| under the existing law. These deductions were taken by us in good faith and 
; we feel that it is entirely unreasonable and unfair to ourselves as well as to 
. other business concerns all over the country, to nullify this law retroactively. 
. Very truly yours, 

Wit1iaM M. KEsSster, Business Manager. 





v 
% THE NATIONAL EpriTortaL ASSOCIATION, 
‘ Chicago, Ill., March 14, 1955. 
Representative JERE Cooper, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 
t Dear Mr. Cooper: The National Editorial Association represents about 6,000 
1 small newspapers. We have appeals from various members as to H. R. 4725 


which will be enacted without the opposition being permitted to express their 
views. Publishers consider section 452 of special interest to newspapers in the 
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sense that it would enable them to spread their subscription income over the 
term of the subscription. Since section 452 was adopted after long hearings 
and careful consideration, we do not believe it proper to repeal the same without 
giving all concerned an opportunity to be heard. 
Many small newspaper publishers have, in good faith, changed their accounting 
to conform to section 452, and have filed their 1954 returns on this basis. It 
would cause undue hardship now to assess additional taxes predicated on a retro- 
active repeal of section 452. We strongly urge defeat of the proposal to repeal 
section 452 of the Internal Revenue Code retroactive to the year 1954, on the 
grounds that it would cause undue hardship to publishers of small newspapers. 
Under the new section adopted last year, newspapers would be permitted to in- 
clude subscription income for tax purposes in the year in which earned. Most 
of the larger publishers have enjoyed this privilege over a long period of years 
under existing revenue acts because of their method of accounting and the adop- 
tion of section 452 in a sense would allow all publishers to go on the same basis. 
We do not believe any considerable amount of revenue is involved in permitting 
the smaller newspapers to defer subscription income over the period when earned 
since the bulk of such income is already treated by the industry in this way. 
Cordially yours, 


Ep. M. ANDERSON, President. 


HOUSE OF REPRESENTATIVES, 
Washington, D. C., March 17, 1955 
Hon, JERE CooPER, 
Chairman, Ways and Means Committee, 
Washington, D. C. 


Dear JERE: Just a note to enclose a wire I received from the editor and pub- 
lisher of the Denver Post, Palmer Hoyt. 
We contacted your staff today but were unable to find out what the intentions 
are for repealing or amending section 462. 
I will appreciate your considering very seriously the suggestions that are made 
in the wire by Mr. Hoyt. 
Sincerely, 

WILLIAM S. Hitt, Member of Congress. 


DENVER, CoLo., March 16, 1955. 
Hon. WILLIAM §. HILL, 
House Office Building, Washington, D. C. 


After consultation with attorneys and accountants, I strongly urge that sec- 
tion 462 of the Internal Revenue Code be not repealed. Its provisions encourage 
sound management and accounting practices and in the long run will assure 
to the Government more solvent and fruitful taxpayers, both individual and 
corporate. If it be deemed that this section of the law is now inequitable to the 
Government because it permits the setting up in 1 taxable year of inordinate 
reserves with consequent inordinate deductions, nevertheless the most that 
should be done would be to amend the section to permit a deduction of an 
amount to take care of the current year’s anticipated liability plus a fractional 
addition to a reserve to take care of prior years obligations so that in a limited 
time, says 5 or 10 or 15 years a full reserve would be built up for this purpose, 
with consequent reduced deductions in the tax return for any one year. In the 
interest, I believe, of both taxpayers and the Government, I urge upon you 
serious consideration of either no amendment or at least only a limited amend- 
ment of this section 462. 

PALMER Hoyt, 
Editor and publisher, the Denver Post. 





Cur1caco Moror CLUuB, 
Chicago, March 15, 1955. 
In re H. R. 4725. 

CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D. C. 
Dear Sir: In accordance with the announcement on March 11, that your 
committee will hold limited public hearings on H. R. 4725 and that those persons 
who do not testify may submit written statements, we are enclosing three copies 
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of a statement of the Chicago Motor Club, signed by Mr. J. J. Cavanagh, execu- 
tive vice president, concerning this measure. 
Yours very truly, 
JosePH H. BRAUN, 
Secretary and General Counsel. 


Brier STATEMENT OF CHICAGO Motor CLUB, SUBMITTED By J. J. CAVANAGH, 
CuH1cAg0, ILL, 


Mr. Chairman and gentlemen of the House Ways and Means Committee, pur- 
suant to the announcement made by the chairman on March 11, 1955, relating 
to the limited public hearings to be held on H. R. 4725, the automobile clubs 
who are members of the AAA have been represented before you by a single 
spokesman. The Chicago Motor Club, of which I am executive vice president, 
does not attempt to have its own spokesman appear before you, but in accordance 
with the rule announced by the chairman, desires to submit this written state- 
ment for inclusion in the printed hearings for consideration by the committee 
in your deliberations. 

The provisions of sections 452 and 462 of the 1954 Internal Revenue Code 
which H. R. 4725 would repeal were enacted for the purpose of bringing the 
accounting procedures involved in the preparation of tax returns with respect 
to certain taxpayers who receive income before it is actually earned in line 
with proper accounting procedures used for the determination of actual earned 
income. The motor clubs were one of the most glaring examples of the inequity 
of the former law under which no such reserves for deferred income and expenses 
were allowed to them. 

The chronology of the receipt of income and the payment of expenses in the 
operation of a motor club is the antithesis of the order in which these develop- 
ments occur in the majority of other businesses. In manufacturing, whole- 
saling, and retailing operations, for example, the taxpayer generally pays the 
major portion of the cost of the commodity he deals in before he receives any 
income from its sale. He generally pays for the raw material and its processing, 
or the merchandise he purchases for resale, before he sells it. Thus, when he 
receives payment a great part of the expenses allocable to it will fall within 
the same accounting period. 

In the operation of an automobile club, however, the membership fee is paid 
in advance, usually for a period of 12 months, during which the club will be 
providing the service for which the membership fee was paid. For example, 
a membership fee paid in June of a calendar year will entitled the member to 
service for 6 months in 1 calendar year and 6 months in the succeeding year; 
a membership fee paid in November will cover 1 month of service in that year 
and 11 months in the following year. 

When a motor club receives dues from its members, under the former law it 
had to report the entire amount of such dues as earned gross income. Against 
such earned gross income it took deduction for current operating expenses. 
Since, however, such dues are received by the motor club with the understanding 
that for such dues the member will receive service for a period of 1 year, it is 
obvious that at the end of any given year the motor club has an outstanding 
obligation to the members which will cost a substantial amount of money to 
perform and for which it will receive no more additional income. Obviously at 
the time the motor club paid its income taxes on the gross dues it had made an 
overpayment. 

In this manner every motor club has in the past prepaid income taxes on 
unearned income to the extent of almost the entire amount of its unearned 
dues as of the end of any given year. To illustrate: If the total unearned 
dues at the end of any given year were $100,000 and the cost of servicing the 
membership for one-half year amounts to $80,000, that would mean, on the basis 
of a 52 percent tax rate, that such a motor club as of the end of the year had a 
prepayment of taxes of $41,600. 

Since for ordinary accounting purposes the determination of the net income 
earned is based on a deferral of membership dues income, every motor club 
during a period where it enlarged its membership always showed a large income- 
tax liability even though its profit-and-loss statement frequently showed a loss 
for the year. The income-tax liability was merely payment of taxes on income 
not only still unearned, but income which may never be earned. 

This anomalous situation was solved by the new provisions of the 1954 Revenue 
Code which brought accounting practices for tax purposes in line with standard 
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accounting practices. However, during that transition period the Government 
would obviously have to refund such taxes which were unjustly collected under 
the previous law. It is because of the realization that a great number of such 
refunds will have to be made by the Government that a repeal of these provisions 
has been proposed. 

It is our opinion that a repeal of this provision would be a most unjust action. 
It is through these provisions that justice has been done to a great many taxpayers 
and the repeal thereof would immediately restore the injustice of asking one 
taxpayer to prepay his taxes in advance while all other taxpayers pay them 
only after they realize the profits or earn the income. 

In the cases of some taxpayers repeal of these provisions permitting defer- 
ment of income and establishment of reserves for estimated expenses would 
work intolerable hardship. In comparable situations in the past Congress has 
given relief in hardship cases which met rigid standards established in the 
revenue laws. For example, section 722 of the Revenue Act of 1952, since 
repealed, recognized and mitigated the inequities of the excess-profits tax upon 
certain taxpayers whose profits were not truly excessive. 

Similarly, for many years, Congress has recognized the special problems of 
insurance companies, whose receipts of gross income in the form of advance pay- 
ment of premiums antedates the payments of losses and expenses chargeable 
against such premiums, and who in that respect may be compared with other 
businesses where payment is received long before the service may be rendered. 
Under section 832 of the 1954 code, as in earlier revenue acts, unearned premiums 
on outstanding business at the end of the year are excluded in the computation 
of taxable income, and similar equitable treatment ought to be accorded to other 
enterprises where unearned income constitutes a substantial part of the gross 
income received during a tax period. 

We respectfully suggest that, if it should be deemed necessary to repeal sections 
452 and 462 of the 1954 act as they apply to the majority of taxpayers, considera- 
tion should be given to those taxpayers whose special methods of doing business, 
required by the nature of their enterprises, would subject them to grossly unfair 
taxation, by the enactment of a provision to the following effect: 

In any case in which the taxpayer establishes that the tax computed under the 
code after the repeal of the said section 452 results in an excessive, unjust, and 
discriminatory tax, and establishes that during the period of 5 years immediately 
preceding the taxable year beginning January 1, 1954, 85 percent of all income 
which would have been deferable under the provision of section 452 was actually 
expended during the 12-month period following the date on which such income 
would have been deferred, and that during such period such income was being 
deferred on the books of the taxpayer, then the Commissioner shall upon proper 
consideration of each such case permit such a taxpayer to defer the income as 
though section 452 were in full force and effect. 

We sincerely appreciate the opportunity to present this statement in writing to 
this honorable committee for your consideration in your deliberations. 

J. J. CAVANAGH, 
Executive Vice President. 





IDAHO STATE AUTOMOBILE ASSOCIATION, 
Boise, Idaho, March 22, 1955. 
CHAIRMAN, WAYS AND MEANS COMMITTEE, 
United States House of Representatives, 
Washington, D.C. 

Dear Str: We have been advised that there has been introduced in the Con- 
gress, a bill to repeal retroactively, sections 452 and 462 of the Internal Revenue 
Code. We are particularly concerned with section 452 which permits automobile 
clubs to report 1954 and future years of membership dues as taxable income on 
an earned basis rather than a cash or receipts basis as we have been required 
to report in the past. We feel that the present law, particularly section 452, 
provides an eminently fair basis of tax reporting in view of the service liability 
to members carried by all automobile clubs. 

This association has been under a terrific handicap since coming under the 
provisions of the Internal Revenue law because our memberships are sold on 
a 2-year basis and we have not been permitted to report on an accrual basis, 
neither have we been permitted to set up any of the service liability to be 
liquidated in the future as dues paid in advance were earned. 
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As we stated above, we believe that the present system provides a fair and 
reasonable system for motor clubs to use in reporting incomes and liability. 
We sincerely hope that no action taken by your honorable committee or the 
Congress will deprive us of these benefits. 

Yours truly, 
R. G. Cote, Manager. 


INLAND AUTOMOBILE ASSOCIATION, 
Spokane, Wash., March 15, 1955. 
CHAIRMAN, WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D.C. 

DEAR Str: Our attention has been called to bills now before your committee to 
repeal retroactively sections 452 and 462 of the Internal Revenue Code of 1954. 

We protest this outright repeal of these sections, for we believe section 452 
particularly provides a fair basis of tax reporting for automobile clubs which 
have a definite service liability to each member motorist for service to be ren- 
dered for 12 months after receipt of dues payment. 

If these sections contain inequities, we urge correction by amendment rather 
than repeal for we have needed this sounder basis of accounting for years and 
have not been permitted to use it heretofore. 

We will appreciate your consideration of this protest against repeal. 

Cordially yours, 
Davip C. GUILBERT, Wanager. 


SEATTLE, WASH., Warch 15, 1955. 
Congressman JERE COOPER, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C.: 

Please accept this wire as a protest from this organization relative to repeal of 
452 and 462 of the Internal Revenue Code. We have been conducting our busi- 
ness under the law as presently written. The change works an undue hardship. 

Respectfully, 
AUTOMOBILE CLUB OF WASHINGTON, 
D. K. MACDONALD, President. 





STATEMENT OF Harry E. Boor, ATroRNEY, AMERICAN TRUCKING ASSOCIATIONS, 
INc., WASHINGTON, D. C., BEFoRE THE HOUSE WaYs AND MEANS COMMITTEE 


My name is Harry E. Boot. Iam attorney for American Trucking Associations, 
Inc. Our oflices are at 1424 16th Street NW., Washington 6, LD. ©. American 
Trucking Associations, Inc., is a federation of State associations representing 
all types of motor carriers of property, both for hire and private. 

The American Trucking Associations opposes H. R. 4725 and H. R. 4726, bills 
to repeal sections 462 of the Revenue Code of 1954. 

The Secretary of Treasury, in his statement of March 10, 1955, indicated that 
the original objective of this section of the 1954 Internal Revenue Code was to 
conform tax accounting with business accounting. He also very ably stated that 
it was never intended that these provisions should result in substantial losses 
of revenue or result in windfalls to taxpayers. There are sufficient safeguards 
in section 462 to prevent revenue losses. 

Subsection (b) of section 462 provides : 

“If it is determined that the amount of any reserve for estimated expenses 
to which this section applies is (as of the close of the taxable year) excessive, 
then (under regulations prescribed by the Secretary or his delegate) such excess 
shall be taken into account in computing taxable income for the taxable year.” 

This certainly gives the Secretary ample opportunity to place safeguards in the 
regulations and limit any irresponsible estimates that may be set up as reserves 
by a taxpayer. Again in subsection (c) is a safeguard which states: 

“* * * The election shall be made in such manner as the Secretary or his 
delegate may by regulations prescribe. No election may be made with respect 
to a trade or business if in computing taxable income the cash receipts and dis- 
bursements method of accounting is used with respect to such trade or business.” 
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All motor carriers subject to the Interstate Commerce Commission accounting 
rules, must, under those rules, keep their accounting on an accrual basis. 
Instruction No. 3 of the ICC uniform system of accounts provides in part 
as follows: 

“ACCOUNTING PErIop.—(a) Each carrier shall keep its books on a calendar year 
basis and for each month (or 4-week period—see note) all transactions applicable 
thereto, as nearly as can be ascertained (see instruction 9), including - full 
accruals, shall be entered in the books of original entry (cash book, purchase 
journal, ete.), and posted to the general ledger. * * *” 

Attention is also called to instruction No. 9 of the ICC uniform system of 
accounts: 

“UNAUDITED IremMs.—When the amount of any item affecting these accounts 
cannot be accurately determined in time for inclusion in the accounts of the 
month in which the transaction occurs, the amount of the item shall be estimated 
and included in the proper accounts. When the item is audited the necessary 
adjustments shall be made through the accounts in which the estimate was 
recorded. * * *” 

We have witnessed many occasions when the rules issued by the ICC for 
motor carrier accounting differ materially from regulations and rules under 
the Treasury’s internal-revenue rulings for income-tax purposes. A typical 
example is the ICC requirement that a reserve be established under the ICC 
accounting rules for loss and damage claims. We tried on many occasions to 
have the Bureau of Internal Revenue set up a similar rule sq that the accounts 
of a motor carrier for ICC purposes would agree with the accounts set up for 
income-tax purposes, but we were advised by the Internal Revenue that they 
would only allow the accrual of loss and damage claims which have been finally 
adjusted as to the carrier’s liability and would allow no reserves on an experi- 
ence or percentage basis. Actually when the determination is finally made 
that the carrier is liable for a loss and damage claim, and an amount is estab- 
lished, it is paid and there is no need for any further accrual. 

Under the Interstate Commerce Commission uniform system of accounts, 
instruction 22 (@) provides as follows: Provision has been made in accounts 
4530, public liability and property damage; 4540, workmen’s compensation; and 
4550, cargo loss and damage, for recording amounts of premiums paid com- 
mercial insurance companies, and charges for the purpose of maintaining self- 
insurance reserves. Amounts payable by the carrier in settlement of claims 
under the classes of risks set out in the above accounts, not recoverable from 
insurance companies or others, shall be charged to the appropriate reserves pro- 
vided for such risks. 

It can clearly be seen that the above sets up a reserve for loss and damage 
elaims. Further on instruction 22, under subparagraph (d), provides as follows: 
Amounts payable by the carrier in settlement of cargo loss and damage claims 
and other claims, including those paid by the carrier for which it will be reim- 
bursed wholly or in part by insurance companies, connecting carriers or others, 
shall, as provided for in paragraph (a) above, be charged to account 2680, 
injuries, loss and damage reserves. Parts of such claims that are payable by 
insurance companies or others, less any adjustment for salvage recovered, shall 
when their liability is determined be credited to the reserve. 

Instruction 22 further provides under subparagraph (e): A freight claim 
register shall be maintained, showing for each cargo loss and damage claim 
received, the claim number, date and amount; the waybill or expense bill num- 
ber and date; name of claimant; kind of commodity; date claim was paid; total 
amount paid, or date claim was disallowed and reasons; amount of salvage re- 
covered, if any ; amounts reimbursed by insurance companies, connecting carriers 
or others, and the amount absorbed by the carrier. Each claim received shall 
be entered in the register and should be supported by the complete file of claim 
papers. * * * 

Certainly the Interstate Commerce Commission has placed adequate protection 
around this reserve account, and if the Commission can do it, the Secretary 
could promulgate regulations to satisfactorily protect the Government on other 
types of estimated reserves for all classes of taxpayers. 

Another place where reserves are necessary in motor carrier accounting prac- 
tices is when setting up reserves for employees’ annual bonuses and vacation 
pay. An official ICC released interpretation on this subject, insofar as it affects 
motor carrier accounting practices, is case No. 132, revised November 22, 1950, 
captioned “Wages of Employee on Vacation.” 
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Query: (1) What accounting should be performed for employees’ annual 
bonuses and vacation pay: and (2) may bonuses and vacation pay be accrued, 
and if so, what accounts should be used? 

Answer: (1) Bonuses for services rendered (see instruction 4) and vacation 
pay shall be included in the accounts ordinarily charged with pay of the em- 
ployee (see case 112); (2) Yes. Accruals should be charged to the employee's 
pay account and concurrently credited to account 2190, other current liabilities. 

It might be well to note the wording of ICC accounting instruction No. 4 
mentioned above which reads as follows: “All charges to the accounts prescribed 
in this system of accounts for carrier property, operating revenues, operation 
and maintenance expenses, and for other carrier expenses, shall be just, reason- 
able, and necessary to the honest and efficient operation and management of the 
motor carrier business. Payments or allowances in excess of such just and 
reasonable charges shall be included in account 7500, other deductions.” 

As long as the Interstate Commerce Commission requires certain practices of 
motor carriers in their ICC accounts, and the Bureau of Internal Revenue 
requires some other practices for income taxes, it is necessary for motor carriers 
to keep two sets of accounts in order to properly prepare income tax returns. 

Should section 462 of the 1954 code be repealed, as proposed in H. R. 4725 and 
H. R. 4726, it would cause a great deal of hardship not only in the motor carrier 
industry, but to many other business activities. Many motor carriers, and other 
businessmen, have filed income tax returns for the year 1954 and have used 
methods prescribed in the 1954 Internal Revenue Code. Should this now be 
repealed, these returns would be immediately reopened and require a recalcu- 
lation of the entire tax return. The cost to the Government and business for this 
would be a substantial amount, and might outweigh any financial loss through 
loopholes alleged by those who wish to repeal the act. 

Considered from another point of view, reserves, no matter what they are 
labeled, must be substantiated in later years, or taxes paid on the amounts 
erroneously set up as reserve. Reserves do show correct figures for the year 
involved, especially when the money is set aside to pay an obligation accruing 
during the taxable year. It cannot possibly result in a tax loss as it is a method 
of reducing tax liability in 1 year that would be taken later if the reserve did 
not exist. : 

If the Congress decides that this provision should be repealed for taxpayers 
generally, we ask that consideration be given to retaining it for those industries 
whose accounting procedures are regulated and prescribed by governmental agen- 
cies such as the ICC. If the preponderance of evidence presented to this com- 
mittee indicates that the section in question should be repealed as a general 
measure, we ask that the section be revised to apply only to those taxpayers 
whose accounts are regulated, prescribed, or controlled by a Federal agency. 
Such relief would allow a regulated industry to adjust its income tax records to 
agree with records required by the governmental agency that supervises the in- 
dustry’s accounts, and carry out the objectives mentioned by the Secretary on 
March 10, 1955. The large general freight motor earrier accounts are examined 
yearly by the ICC and any abuse of accounting rules are immediately detected. 
This close jurisdiction and control by the ICC should eliminate any objections 
to the use of reserves as provided in section 462 of the 1954 code. 





SAN FRANCISCO, CALIF., March 14, 1955. 
Hon. DAN REED, 
Member, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DEAR CONGRESSMAN REED: We wish to add our protest to the others you un- 
doubtedly have received regarding the contemplated retroactive repeal of the 
sections of the 1954 tax code which would permit accrual basis taxpayer to set 
up a reasonable reserve for estimated future expenses. 

In the first place, this new section of the tax code was entirely proper in recog- 
nizing in the tax accounting what is both good accounting and sound business 
practice. As a service organization we are required to perform services for 
several years after we have received our full fee. We have a definite future 
obligation which will result in a future expense. We think that it is only proper 
that the tax law permit us to establish a reserve for this future expense and de- 
duct this reserve before computing our taxes. While in a sense it lees repre- 
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sent a duplicate deduction of expense in the current year, it does this merely 
because the tax laws in the past have failed to permit this proper future expense 
as a tax deduction. In other words a 1954 tax provision merely corrected an 
inequity which was present in the tax law for all the back years. 
Extremely unfair in our opinion is the contemplated new tax law which would 
make this repeal retroactive. While we do not think that the provision should 
be repealed at all, if Congress does repeal it, it certainly should merely pre- 
vent any further use of this provision in the 1955 and subsequent years but not 
disturb the 1954 year. 
Undoubtedly the best course for Congress to have followed would have been 
to permit the establishment of reserve for future expenses on some gradual 
formula which would spread the change to several years. This would avoid 
any large tax loss to the Government in 1 year, but eventually have worlzed 
toward the permissible creation of proper reserves for future expenses. This 
method might well be incorporated in the contemplated change now rather than 
outright repeal of this section. 
Sincerely, 
WAGNER D’ALESSIO, 
Treasurer, Index Underwriters, Inc. 





GRANITEVILLE, 8. C., March 15, 1955. 
Hon. JERE CooPer, 

Chairman, House Ways and Means Committee: 
Retroactive repeal of sections 452 and 462 of revenue code would likely make 
hundreds of corporate reports to both stockholders and tax authorities fraud- 
ulent. Imposing unjust penalties and hardships upon law-abiding citizens who 
acted in good faith, strongly urge you do everything possible to vote such action 
down. 

ANDREW J. CoTHRAN, 

Secretary, Graniteville Company. 





KANSAS Clty, Kans., March 15, 1955. 
Representative JERE CooPER, 
Chairman of the House Ways and Means Committee, 

Washington, D. C.: 


We are very disturbed by the proposal for retroactive repeal of sections 452 
and 462 of the Internal Reenue Code. Such repeal will result in substantial 
injury to taxpayers who have already reported to creditors and shareholders 
their net income for 1954. Most of the additional deductions arise from specifi- 
cally mentioned items in the committee reports and, therefore, section 462 could 
not give rise to deductions for estimated expenses not intended by Congress. 
There is no showing that section 452 relating to deferred income will appreci- 
ably reduce revenues. We request that full hearings be heid on the proposals. 
It would be a grave mistake for Congress to proceed hastily in this matter. 
Taxpayers shouid be given an opportunity to present their view on the harmful 
effects on business of such a last-minute retroactive denial of deductions granted 
by Congress. 
EpGArR WEIL, 

President, Central Packing Co., Inc. 


New York, March 18, 1955. 
Hon. JERE COOPER, 
Chairman, House Committee on Ways and Means, 
House Office Building, Washington, D. C. 

Dear Mr. Cooper: This association representing credit executives in nearly 
34,000 industrial commercial and banking concerns throughout the country re- 
spectfully submits its opposition to H. R. 4725. Retroactive repeal of the pre- 
paid income and reserve provisions of the 1954 tax law now would cause insur- 
mountable confusion and costly delay in the proper analysis and appraisal of 
credit reports which have already been prepared on the basis of those provisions. 
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Substantial economic loss to the American public can only result. We therefore 
urge utmost caution in any consideration of retroactive repeal of sections 452 and 
462 Internal Revenue Code of 1954. 
Very truly yours, 
E. B. Moran, 
Secretary, National Association of Credit Men. 





AKRON, 8, OHIO. 
Chairman CooPEr, 
House Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Cooper: Personally it makes no difference that you may revise 
the tax laws to change the rules on filing income tax forms on an accrual 
basis—I have enough problems getting it together on the regular basis— 
but it seems that this typifies emphatically how fast we are getting away from a 
democracy—where you as Congress do pass and should pass laws in behalf 
of the people—into “statism” (call it Socialist or Communist or what have 
you) where government is being made by edict of departments, i. e., individuals. 

Not only does it disturb me that the Treasury Department (or Agriculture or 
Interior or any other department) can holler before it gets hurt but can 
also run our country through what amounts to government Dy one man 
or a small group of persons. 

The responsibility of Congress should also encompass an attempt to budget 
what money the people give it through the laws set up after considered thought. 
At least I'm assuming that Congress passed the income tax laws pertaining 
to the accrual method after intelligent consideration. 

What truly disturbs me is the acquiescence of your committee to the Treasury 
Department request not to hear any more witnesses but permitting persons to 
file written statements up to March 24. I’m not a politician but I'm aware that 
all of this is tantamount to one more evidence of government by edict instead 
of democracy via the route of the “star chamber.” Very few people will write 
and then there is no evidence against whatever you do. 

W. T. AKeERs, Jr. 


PITTSBURGH, Pa., March 11, 1955. 
Hon. JERE COOPER, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, 25, D. C. 

Dear Sir: I note from newspaper reports that bills have been introduced to 
repeal retroactively sections 452 and 462 of the Internal Revenue Code of 1954. 
Such accounts stated also that your committee does not intend to permit wit- 
hesses to be heard on this proposed legislation. 

I believe it would be a grave mistake for Congress to proceed hastily in this 
matter, and I urge that your committee give taxpayers full opportunity to 
present their suggestions as to proper safeguards in the application of these 
sections. 

Very truly yours, 
J. P. Brown. 


BRIDGEPORT, CONN., March 14, 1955. 
Hon. JERE CooPEr, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D. C. 

My Dear CONGRESSMAN: This is to advise you that I am very much opposed 
to repealing retroactively section 452 (allocation of prepaid income) and 462 
(reserves for estimated expenses) of the 1954 Internal Revenue Code as called 
for in House bills H. R. 4725 and H. R. 4726. 

As you no doubt know, a large percentage of corporations have already pub- 
lished annual reports, and authorized the payment of dividends to stockholders 
based on net income as stated in such annual reports. If said sections are 
repealed retroactively, then the reports as filed are erroneous, and in some 
cases dividends may have been paid incorrectly on such earnings. This, of 
course, would be a tremendous hardship to the corporations involved, and cause 
much extra adjustments in the records. 
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The right given to corporations under such sections are not in any way a 
reduction of taxes, but merely gives the taxpayer the right to allocate income 
over a period, and accrue expenses in accordance with the facts. 

It is my opinion that regulations can be written to handle properly said 
sections of the 1954 code to conform to the ideas of the 1954 Congress. 

It is my hope that you will consider very carefully any adjustments to said 
sections, and that under no circumstances should any adjustments be made 
retroactively. 

Very truly yours, 


H. A. GEORGE. 





CONGRESS OF THE UNITED STATES, 
House OF REPRESENTATIVES, 


Washington, D. C., March 24, 1955. 
Hon. JERE COOPER, 


Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DEAR Mr. CHAIRMAN: In accordance with the request of the eighth paragraph 
of the attached letter from Mr. Lloyd Adams, secretary-treasurer of the Louisiana 
Mortgage Bankers Association, I am enclosing their communication therewith 
for inclusion in the printed hearing. 

With kindest personal regards, I am, 

Sincerely yours, 


F. Epw. H&sBerr. 


LOUISIANA MorTGAGE BANKERS ASSOCIATION, 


New Orleans, La., March 28, 1955. 
Hon. F. Epwarp HEBERT, 


House of Representatives, 
New House Office Building, Washington, D. C. 


HONORABLE Str: Our members throughout the State of Louisiana are vitally in- 
terested in section 452, dealing with prepaid income and section 462, dealing with 
reserves for estimated expenses, etc., appearing in the Internal Revenue Code of 
1954. 

We were shocked and sadly disappointed upon hearing of the introduction of 
H. R. 4725 and 4726 which are apparently designed to repeal the two above- 
mentioned sections of the code. 

At no little expense to themselves, many of our members have already exercised 
the statutory election and have changed their books and records to comply with 
the law and have issued statements for credit and other purposes based upon 
these permissible changes. 

We can say, without hesitation, that the repeal of these sections, particularly on 
a retroactive basis, will cause great trouble, considerable expense, and no little 
embarrassment to our members throughout the State who have already acted in 
accordance with these codal provisions. 

This is to earnestly request, therefore, that you give the most serious considera- 
tion to the proposed legislation; and that, even if its passage were considered 
inevitable, you do all within your power to prevent its having any retroactive 
effect. 

While we are not aware of your own personal feelings about sections 452 and 
462, our members who have operated in the servicing of mortgage loans for a 
long period of time are well aware of the soundness of the provisions of these two 
sections, particularly, section 452. The evidence in the files of our members is 
absolutely overwhelmingly to the effect that during the latter years of the amor- 
tization period, the service fee (based upon a small percentage of the outstanding 
balance, from time to time) is wholly inadequate to defray the actual out-of- 
pocket expenses of servicing the account. Therefore, the statutory provisions 
which permit the deferring of present excessive income to take care of future 
excessive expenses on a particular loan is equitable and economically sound. 

It is our hope, therefore, that you will see fit to do what you can to preserve 
the provisions of sections 452 and 462 of the Internal Revenue Code of 1954; and 
that if your efforts on our behalf are not wholly successful, that you will, at least 
be successful in preventing the repeal of these sections on a retroactive basis. 

The chairman of the Ways and Means Committee, Representative Jere Cooper, 
has announced that written statements for inclusion in the printed hearing must 
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be submitted by March 24, 1955. We would greatly appreciate your cooperation 
in having our views as herein expressed presented to the committee. 
Thanking you for your consideration, and assuring you of our cooperation, 
we are, 
Respectfully yours, 
Lioyp ApAMS, Secretary-Treasurer. 


(Similar communications were submitted to the committee by Hon. 
Overton Brooks, Hon. George S. Long, Hon. T. A. Thompson, and 


Hon. Edwin E. Willis, all of Louisiana.) 





CONGRESS OF THE UNITED STATES, 
House or REPRESENTATIVES, 
Washington, D. C., March 24, 1955. 
Hon. Jere Cooper, 
Chairman, House Ways and Means Committee, 
Washington, D. C. 


DEAR COLLEAGUE: Mr. Henry W. von Twistern, of 592 Maywood Avenue, May- 
wood, N. J., a constituent of mine, has sent me the enclosed letter which he 
would like to have included in the record of the hearings of the House Ways 
and Means Committee on the repeal of sections 452 and 462 of the Internal Rev- 
enue Code. 

I hope that the letter is in a form that will be acceptable to the committee as 
it is too late to obtain any other statement from him. 

Sincerely yours, 
WILLIAM B. WIDNALL. 


Maywoop, N. J. 
Hon, WirLLiAM B. WIDNALL, 
Congress of the Unted States, 
House of Representatives, Washington, D. C. 


Dear Mr. WIDNALL: In my letter of March 14 I expressed my feeling with re- 
spect to section 462 of the Internal Revenue Code, reserves for estimated ex- 
penses. In that letter I definitely stated that I felt that this section should be 
retained and should not be repealed, as provided in H. R. 4725. 

I feel strongly on this subject, because for many years taxable income has not 
been the same as net income computed in accordance with generally accepted 
accounting principles. This .was due to the fact that with the exception of 
reserve for bad debts, no reserve for estimated expenses could be claimed for 
tax purposes. In computing net income in accordance with generally accepted 
accounting principles, it has been common business practice to set up reserves 
at year-end for expenses to be incurred in the following year or years relating 
to income which was earned during that particular year and hence such ex- 
penses were charged against income for that year so as to properly reflect true 
net income. 

The enactment of section 462 in the Revenue Code of 1954 recognized, for 
the first time, this deficiency as between accounting for business income and 
accounting for tax purposes. Section 462 for the first time gives business an 
opportunity of reporting and paying tax on what is true business income. This 
accomplishment should not be destroyed through the repeal of this section. 
If the impact on the revenues as a result of this section is what it is purported 
to be, then I feel that the section should not be repealed but that the provision 
for the reserves allowed under this section should be deductible, if not in one 
year, then over a period of years, say, 3 or 5 years, depending upon the revenue 
loss estimated to be involved. While I have confined my remarks to section 462, 
deduction for reserves for estimated expenses, my remarks are equally applica- 
ble to section 452, which provides, in effect, for the first time that business may 
defer income received over the period during which such income was earned 
rather than take all such income into taxable income in the year in which the 
income was received with restriction. This section also permits business to 
recognize this type of income in accordance with generally accepted accounting 
principles. 
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As you know corporation taxes have been very heavy and when passing new 
legislation the importance of giving relief to the corporation cannot be stressed 
too strongly. 

I appreciate the opportunity of expressing my views to you on this matter and 
sincerely appreciate your interest in the subject. 

Very truly yours, 
Henry W. von TWISTERN. 


JacKsoN, Micu., March 16, 1955. 
Hon. GEORGE MEADER, 
House of Representatives, Washington, D. C. 


My Dear Mr. Meaper: As a resident of the State of Michigan, one of your 
constituents, and a small investor and employee in a young and growing Michigan 
concern, I appeal to you to exert your utmost influence to defeat the proposed 
cancellation or repeal of section 462 of the 1954 Internal Revenue Code which 
enabled some business firms to take a tax deduction for reserves set up to meet 
certain types of anticipated future expenses. 

As an accountant for over 30 years, I believe last year’s action in writing the 
1954 code which allowed the books of account and tax reports of corporations 
to be in agreement was one of the most sensible things that Congress has done 
in a long while. I cannot conceive how Secretary Humphrey can make a state- 
ment to the effect that it was not the intent to provide corporations with this type 
of a tax deduction and in the same breath acknowledge that the anticipated losses 
of revenue by reason of this so-called loophole had been estimated at the time 
of the suggested amendment to the code as $47 million. 

In addition to the foregoing, I allow myself the privilege of calling to your 
attention a fact that I am certain you must be aware of, that this so-called loop- 
hole is not a loss but merely an adjustment in the current year, for over a long 
period of time the net revenue to the Government would appear to be the same. 
Further, I am wondering if you and the rest of Congress have considered the 
effect that the repeal of this section would have on business corporations that 
declared dividends and even possible profit sharing to employees last year based 
on contemplated earnings and the net income to surplus after taxes. How many 
books of account, audit, reports, tax reports, Dun & Bradstreet, and company 
annual reports will now have to be changed? 

Speaking on behalf of myself and wife, I would like to pose one additional 
question; that is, when are we going to return to that form of government 
which does not rely on retroactive enactment of laws constantly? It has been 
my sincere belief, and I believe that of my forefathers who have been here since 
the formation of the Constitution, that one of the freedoms that a citizen of 
this country could depend on was freedom from retroactive laws. I realize since 
1932 things have been different. I still pray that we will get back to an even 
course, enabling citzens to make plans and look ahead without constant laws 
being impressed on the books, not only nationwide but statewide, and then being 
reversed or repealed retroactively. 

Respectfully, 
C. JUDSON WARDELL. 


NATIONAL ASSOCIATION OF REFRIGERATED WAREHOUSES, 
Washington 5, D. C. 


STATEMENT ON H. R, 4725 ann H. R. 4726 


The following statement is submitted in connection with H. R. 4725 and H. R. 
4726, to repeal sections 452 and 462 of the Internal Revenue Code of 1954. This 
Statement concerns itself with section 452 of the code only. 

The National Association of Refrigerated Warehouses represents over 500 
warehousemen in the United States and the following statement represents the 
considered opinion of the association on section 452 of the Internal Revenue Code. 

Section 452 provides that prepaid income that has been received may be de- 
ferred to the proper future period. The wording of this section indicates that 
only income that has been received can be deferred. It is completely inequitable 
that income that has been billed or accrued cannot also be deferred. 

It is the practice in the warehousing industry to bill customers in advance for 
storage on merchandise that is held in the warehouses. It appears from sec- 
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tion 452 that if a customer actually pays the warehouseman his charges in 
advance, he can defer the income, whereas, if it has been billed to the customer 
and is an unpaid accounts receivable item, this income cannot be deferred. 

It was our impression that the purpose of section 452 was to bring tax account- 
ing in line within generally accepted accounting practices. It is a generally 
accepted accounting practice to treat income as deferred whether it has been 
received or not as long as it is on the books as accounts receivable or an accrual. 

Section 452 should be changed to eliminate this inequity, and we request that 
such a change be made. 

Respectfully, 
M. W. Youna, President. 


CHARLOTTE, N. C., March 22, 1955. 
Re: Section 462 and accelerated depreciation 
House WAYs AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 

Dear Sirs: Congress should repeal these sections of the Internal Revenue 
Code at once. Each of these sections represent tax deductions of $1 billion 
or more. This is more than ever was estimated. It also descriminates against 
certain taxpayers (corporations) such as those on a cash basis. 

The only substitute should be a general reduction in the rate, when the budget 
will allow it, and when individuals (who sorely need some relief) are also granted 
a reduction in a like amount. 

Yours very truly, 
W. H. Convey. 


LITTLEFUSE INC. 
Des PLAINES, Itu., March 22, 1955. 
Hon. JERE COOPER, 
House Ways and Means Committee, 
House Office Building, Washington 25, D.C. 


Dear CHAIRMAN Cooper: Under the provisions of the Revenue Act of 1954, 
section 462, businesses are permitted to accrue various recurring expenses and 
set up reserves for them on an estimated basis; as, for example, in our com- 
pany vacation expense amounts to approximately $40,000 per year. Vacations 
accrue from May 1 of 1 year to May 1 of the next year, and it is my under- 
standing that under the provisions of the act that as of December 31 in any 
year we are permitted to accrue two-thirds of the cost of vacation expenses 
which would accrue as of May 1 of the following year. 

Other provisions of the act permit us to set up a reserve for estimated cash 
discounts which would be due on shipments made in December (we are on a 
calendar year basis) which would be deducted by our customers in January. 

Another expense for which we could set up a reserve on the basis of an 
estimate was material shipped in the current year which would be returned 
at the beginning of the succeeding year, for which we would have to make 
allowances. 

It is now my understanding that the bill H. R. 4725, has been introduced 
to repeal this section, retroactive to January 1, 1954. 

I can see why the Treasury Department would wish to reduce the impact 
of this revenue change but it seems unfair to make it retroactive to January 
1, 1954. Certainly, it is logical and good business to provide reserves for 
expenses that are a liability of the company, and the provision for these reserves 
certainly should apply over the year during which this expense accrues. 

I understand that a suggestion has been made that the cost of these expenses 
be written off over a period of 5 years so that at the end of 5 years the objective 
is accomplished. Certainly, this is more desirable than to revert back to the 
condition that prevailed before section 462 was passed. 

I hope you will give this matter your serious consideration, as in this period 
when tax payments are being accelerated, certainly any concession to good 
accounting practice is worthy of consideration. 

Very truly yours, 
Tuomas M. Brake, President. 
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Houston Tex., March 16, 1955. 
Chairman Cooper, 
House Ways and Means Committee, 
Washington, D. C.: 


Believe sections 452 and 462 Revenue Code logical provisions permitting 
accounting for tax purposes to coincide with prudent and accepted accountings 
principles. To remove these sections would be unfair and discriminatory. 
Repeal would undo the work of tax authoritists who knew the fairness of these 
much-needed revisions in the Revenue Code. Possible abuse by some should 
not be used as an excuse for political or other reasons to deny millions of 
taxpayers the right to determine their taxable incomes on a sound and logical 
business basis. 

Frep H. SCHLICHTING. 


KAnsAs Criry, Mo., March 16, 1955. 


Re section 456 and 462, 1954 Revenue Code. 
Congressman JERE COOPER, 
Chairman, House Ways and Means Committee, 
Washington, D. C. 

DEAR CONGRESSMAN Cooper: My attention has been called to the two bills 
which have been introduced to repeal sections 452 and 462 of the 1954 Revenue 
Code. Needless to say, this new proposed legislation is quite disheartening to 
any business, company, or corporation who has spent considerable time and 
effort in closing their books of account for the year 1954. 

Considerable effort was required in the first place to study and absorb all 
the regulations and provisions of the 1954 code, and more time was then 
spent in applying these provisions. 

As an illustration, the regulations issued by the Treasury Department govern- 
ing section 462 required that in setting up a reserve the experience of the 
preceding 4 years be used as a basis. I feel sure you can appreciate the fact 
that it has taken many companies a great deal of time and effort to assemble 
this experience for these back years in order to set up the reserves allowable 
under the new code. 

It seems to me to be a little late to be concerned with section 452 and section 
462 and that if these provisions seem out of order this should have been 
realized before they were enacted into the law, rather than after the books of 
many thousands of taxpayers have been closed and income-tax returns filed. 

It is suggested that if it seems expedient that these particular sections be 
repealed it would be only fair and equitable that the effective date be January 
1, 1955 rather than made retractive to January 1, 1954. 

Your serious consideration of ‘the above facts is respectfully requested as 
this proposed legislation wilt be very costly to many thousands of industries 
in the United States. 

Sincerely, 
W. F. Hatt, 


CONGRESS OF THE UNITED STATES, 
House or REPRESENTATIVES, 
Washington, D. C., March 14, 1955. 
Hon. JERE COOPER, 
Chairman, House Ways and Means Comnvittee, 
House of Representatives, Washington, D. C. 

Dear Mr. Cooper: I am enclosing a copy of a telegram I have just received 
from Mr. Fred M. Manning, Jr., of Denver, Colo., for the consideration of 
your committee. 

I sincerely appreciate your giving the views Mr. Manning has expressed 
careful consideration. 

Very truly yours, 
KEITH THOMSON. 
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DENVER, CoLo., March 11, 1955. 
Representative E. Kerra THOMSoN, 
House Office Building, Washington, D. C.: 


We represent small business corporation in Casper and respectfully urge that 
you exert best efforts with Representative Cooper, chairman of Ways and Means 
Committee to oppose any change in sections 452 or 462 of 1954 Revenue Code. 
These sections are in accordance with good business accounting and we believe 
should be continued. The saving in tax for 1 year only is unimportant. 


FRED M. MANNING, Jr. 





PIrTSBURGH, PA., March 17, 1955. 
Hon. JERE Cooper, 
Chairman, Ways and Meuns Committee, 
House Office Building, Washington, D. C. 

Dear Str: I have seen in the newspapers that bills have been introduced to 
repeal sections 452 and 462 of the Internal Revenue Code of 1954. It is my un- 
derstanding that this repeal will be made retroactive. It is further reported 
that your committee does not intend to have any witnesses, outside of Secretary 
Humphrey. I would like to urge you and your committee to permit taxpayers 
an opportunity to present their suggestions as to proper safeguards in the ap- 
plication of these sections. This is a very important matter, and it would be a 
serious mistake to proceed hastily. 

Very truly yours, 
JOHN L. HARVEY. 





THE BorDEN Co., 
New York 71, N. Y., March 21, 1955. 
Hon. DANTEL A. REED, 
Member, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

DEAR CONGRESSMAN REED: We are writing you in accordance with the recent 
announcement in the press whereby the Committee on Ways and Means of the 
House of Representatives invited interested parties to file written statements 
regarding the proposed retroactive repeal of section 462 of the Internal Revenue 
Code of 1954. It is respectfully requested that the following views and com- 
ments be considered by the Committee on Ways and Means. 

Undoubtedly many statements pro and con will be received on the subject. 
Our position is, of course, that section 462 should be amended, not repealed 
retroactively. 

If section 462 is presently so worded that it will permit deductions from 
taxable income that were never intended by Congress, the section should be 
amended. As we understand it, the one big objection to section 462 is that it per- 
mits those taxpayers who have followed the letter of the law, rather than the 
spirit and intent to effectively postpone indefinitely all or a part of their 1954 tax. 
Naturally, the Government is concerned about this unintended loss of revenue, 
as are the bulk of taxpayers who will eventually, if the section is not corrected, 
be called upon to make up the loss through higher taxes. The big problem then 
is to recoup the lost revenue, which can be accomplished in the 1955 tax year. 

We recommend that section 462, of the Internal Revenue Code of 1954 be 
retained for the calendar year 1954 and for initial fiscal years beginning after 
December 31, 1953, and ending after August 16, 1954. Section 462 should be 
amended to provide that for later taxable years, reserves will be allowed only 
for specific items of estimated expense, principally those enumerated in the 
report of the Committee on Ways and Means accompanying H. R. 8300, and 
for which no deduction is allowed under any other section of the code. To 
the extent reserves for estimated expenses other than the so specified reserves 
have not been liquidated by the end of 1955 (or at the end of a corresponding 
period for fiscal year taxpayers) they be required to be taken into income in 
the 1955 return. 

If this amendment is properly drawn, it will have the effect of shifting tax 
revenue from 1954—55 fiscal year to the 1955-56 fiscal year. We think it is 
generally conceded that there will be no balance of the Federal budget this year, 
hence a deficit greater than anticipated will cause little surprise. The admin- 
istration will, no doubt, try to achieve a balanced budget in the important 
1955-56 fiscal year and the tax revenue postponed from the previous fiscal 
year will materially assist in this aim. 
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The retroactive repeal of section 462 of the Internal Revenue Code of 1954 
would be extremely unfair to taxpayers who, relying on the section, have already 
determined their income after Federal income taxes and made business or 
personal commitments. Reports to the shareholders and creditors have been 
issued on the basis of the new tax law. Similarly, dividends have been paid 
in reliance upon the 1954 tax statute. It is our firm conviction that a retro- 
active repeal of section 462 would result in gross inequity and commercial 
instability. We are informed by legal counsel that in the past Congress has 
recognized an inequity similar to that which would result from the retroactive 
repeal of section 462, as a basis for rejecting such legislation. In 1917 the 
65th Congress refused to levy additional tax on 1916 income, and the reasoning 
in this regard is clearly stated in the report of the Senate Finance Committee. 

A repeal of section 462 of the Internal Revenue Code of 1954, retroactively 
effective in respect of completed taxable years governed by the code of 1954, 
on or after the date prescribed for filing income tax returns for such completed 
taxable year, could give rise to extensive constitutional litigation which might 
very well result in the invalidation of the repeal at some later date. It is not 
our intention to attempt to describe precedent for the above statement for we 
are certain that this will be adequately covered in statements prepared by the 
legal profession. 

In summation, therefore, it is our recommendation that: 

1. Section 462 should be amended to recoup the revenue unintentionally lost 
in the 1954-55 fiscal year. 

2. Section 462 should not be repealed retroactively since reports to stock- 
holders, creditors, ete., have relied on the section as contained in the present 
statute. 

3. Section 462 should not be repealed retroactively because of litigation it 
would engender. 

Respectfully submitted. 

THE BorvEN Co., 
T. O. Horman, General Controller. 


(Whereupon, at 12:40 p. m., Friday, March 18, 1955, the hearing was 
adjourned. ) 


x 








